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1. A quick reference chart — based 
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mount of withholding tax deductions. 
This chart is mounted inside back 
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ferred to while making up payroll. 


2. You get a complete quarterly recap 
on withholding taxes and F.O.A.B. — 
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reports. 
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4. Complete weekly record of 
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30 employees for 2 years, up to 60 
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5. Yearly summary record by quar- 
terly periods in back of book. 


6. Pages printed on green-white 
National EYE-EASE* Ledger, ruled PAYROLL Book 
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Strain, promotes accuracy; cover WITHHOLO? am 
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for office accounting 


Speed with proved accuracy is the only measure 
of rapid figure production. And only with the 
new 96 automatic Printing Calculator do you 
achieve this trve speed. It’s three ways faster! 


Faster — with the printed tape. A quick glance 
shows every factor, tells you you're right — right 
away! Faster — with automatic division, elec- 
trified multiplication, addition and subtraction, 
and the famous 10-key touch control keyboard. 
Faster — with automatic completion and clear- 


ance of every problem. 


And here’s a speed bonus — electrified cycling 
and printing — faster than ever before! Your 
local Remington Rand representative will give 
you the complete story. Phone him today. 


Write today for “FACTS about 
office figures” to Remington 
Rand, Dept. NY-6, 315 Fourth 
Avenue, New York 10, N. Y. 


Clocked at flying speeds 
of 180 m.p.h., the duck hawk 
moves faster than any other 


self-propelled being. 







“fully automatic proof on the printed tape” 


FACTS ABOUT PROOF — Immediate proof of accu- 
racy on the printed tape. Clipped to your work, 
it’s a permanent record for ali time. 


FACTS ABOUT CONTROL — Easy-to- nt TYPE, 
use 10-key keyboard and logically cy, oy % 
placed feature keys give operator 2 ee: ; 


positive, simplified control of the + *\imivégany 
ae” 


most complex calculation. “crow ® 
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Don't be ambushed by iiventories 





, You can easily get scalped in the backwoods of your in- 
ventories unless you know the terrain like the palm of 
your hand. 

There’s that dangerous passage between the time it 
takes to compile a// your inventory facts and the time it 
takes to readjust schedules for your men, machines and 
materials. And if lowered volume lurks in lines where you 
least expect it, rising costs can tomahawk your profi 
margin without warning. 
irs McBee helps you to protect the continuity of your 
re business by forestalling the surprise element in cancel- 
a | lations. 

f é Keysort cards and machines make it possible for you 

‘ to key your inventory to schedules . . . make certain you 
have enough of the right materials at the right times . . . 
and are not overstocked with slow moving items. 

Have the facts at your fingertips fast and fresh. All the 
facts about sales or cancellations, production or person- 
nel, cost or control. 

Wig McBee can show you how to do it easily, economically, 
#4 quickly. There’s a McBee man near you. Ask him to drop 
in—or write us. 









KEYSORT is easy to learn 
easy to use, requires no special- 
ized job training...increases the 
individual work output without 
increase of individual effort. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT — THE MARGINALLY PUNCHED CARD 
295 Madison Avenue, New York 17, N.Y. Offices in principal cities 
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The Income Statement— 
Problem Child of Accountancy 
By Fare C. KInG 


E MERSON wrote, “Ly necessity, by This same statement, in substance, ap- 
proclivity, and by delight, we all peared in Bulletins Nos. 23 and 32. 


quote.” I hope you will bear with me In Bulletin No. 32, which was issued 
in resorting unsparingly to quotation jin December, 1947, it was also stated, 
for, in the circumstances, [ find it a pe : ; 
pets _ “In dealing with the problem of select- 
HECeSolly. ing the most useful form of income state- 
In Accounting Research Bulletin No. ment, the danger of understatement or 
8. issued by the American Institute of overstatement of income must be Tecog- 
: Ee . i ‘ nized. An important objective of income 
Accountants Committee on Accounting presentation should be the avoidance of any 
Procedure in May, 1941, it was stated, policy of income equalization. * * * The 


Committee is also mindful that the term 
‘net income’ has been used indiscriminately 
and often without precise, and most cer- 
tainly without uniform, definition in the 
financial press, investment services, annual 
reports, prospectuses, contracts relating to 
compensation of management, bond inden- 
tures, preferred stock dividend provisions, 


“Over the years it is plainly desirable 
that all costs, expenses, and losses of a 
business, other than those arising directly 
from its capital stock transactions, be 
charged against income.” 





EARLE & KING joined the staff of and in many other places.” 
he Securities *xcha ‘om- a 5 suites 
che SeCUrnICs and Exchange Com (And) “In the committee’s view, the 
mission in 1934 as senior account- above facts with respect to the income 
ant in the Registration Division, fol- statement and the income which it displays, 


make it incumbent upon readers of financial 


lowing over fifteen years in public, : 
y statements to exercise great care at all 


industrial, and utility accounting. times in drawing conclusions from them.” 
He was assigned to the Office of 

Chief Accountant when it was This bulletin stated further, 
established in December, 1935. He “The question of what constitutes the 
served as Assistant Chief Account- most practically useful concept of income 
ant until April, 1947, when he suc- for the year is one on which there is much 
ceeded William W. Werntz as Chief difference of opinion. On the one hand, 

2 net income is defined according to a strict 
Accountant. proprietary concept by which it is presumed 

his address was presented by to be determined by the inclusion of all 
Mr. King before the Annual Meet- items affecting the net increase in proprie 


torship during the period except dividend 


ing of the Society held on Monday peSnibed : : : 
= wong aaa oe distributions and capital transactions. The 


eee : QAR a : : : : : i 
=e ee, May c 10, 194% a at the form of presentation which gives effect to 
Waldorf-Astoria Hotel in New this broad concept of net income has some- 
York. : times been designated the ‘all-inclusive 








income statement. On the other hand, a 
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different concept places its principal em- 
phasis upon the relationship of items to the 
operations, and to the year, excluding from 
the determination of net income any mate ri- 
al extraordinary items which are not so 
related or which, 1f included, would 1m- 
pair the significance of net income so that 
misleading inferences might be drawn 
: ereirom. This latter concept would re- 

juire the income statement to be designed 
on what might be called a ‘current operat- 






ing performance’ basis, because its chief 
purpose is to aid those primarily inter- 
ested in what a company was able to earn 


under the operating conditions of the 

period covered by the statement.” 

This bulletin was published in the 
January, 1948, Journal of Accountancy 
preceded by the following editorial 
comment: 

“What figure should be reported as in- 
come? This bulletin states the opposing 
philosophies: all inclusive concept and cur- 
rent operating performance concept. It 
makes the presumption that all items of 
profit and loss recognized during the 
period should be reported in the income 
statement, and sets up criteria for possible 
exclusion from the statement of certain 
items.” 


In the same issue of the Journal the 
Institute’s president, Mr. George D. 
Bailey, in an article entitled “The In- 
creasing Significance of the Income 
Statement,” stated, in part, 

“The bulletin definitely rejects the all- 
inclusive statement, wherein all items that 
have passed through the books during the 
vear have to be treated in arriving at net 
income for the year, and accepts instead 
the principle that the net income shown 
must be as significant as possible cf the 
operations’ of the business for the year. 
It places responsibility on the accountants 
and on the company for the determination 
of a figure of net income for the year.” 


In contrast to the foregoing the 
American Accounting Association in 
its statement, “Accounting Principles 
Underlying ¢ orporate Financial State- 
ments,” issued in June, 1941, took the 
following position : 

“The objective of the income principle 
is to develop a series of income statements 
which, for the life history of the corpora- 
tion, will include all gains and losses. To 
this end the income statement for each 
fiscal period should show not only the 
items affecting current results, but also 
any adjustments for gains or losses which 


414 


may not be regarded as strictly applicable 
to the operations of the current period but 
which have nevertheless been first recog- 
nized in the accounts during the period. 
li net income is to have any meaning the 
factors influencing it must be isolated and 
given a distinct and unified expression 
This is possible if all gains and losses are 
carried through a single medium to earned 
surplus. It is impossible 11 expense charges, 
losses or income credits may be carried 
directly to surplus or to surplus reserve. 
This comment does not apply to operating 
reserves created by means of carefully de- 
termined charges to current operating 
expenses. 

“In view of the emphasis given to com- 
putations of earnings per share, and to 
other measures of corporate periormance, 
a common yardstick is needed. The iact that 
it may not be possible to measure precisely 
at the end of any year all costs which have 
been acquired or dissipated during that 
year makes it essential to encompass with- 
in a single statement not only the best 
possible measure of income from ordinary 
operations, but also gains and losses from 
events not always associated with the trans- 
actions of a single year.” 


It is my understanding that this posi- 
tion remains unchanged in the Associa- 
tion’s revised statement now under 
consideration. 

Under the Securities Act of 1933 and 
the Securities Exchange Act of 1934, 
the responsibility rests squarely upon 
the Commission to prohibit the dis- 
semination of financial statements in 
connection with the sale of securities 
or their registration on an exchange, 
if, in our opinion, they are erroneous 
or misleading. It follows that profit 
and loss or income statements filed 
with us must be in such form that there 
can be no doubt as to what the net 
profits or net income for the period 
covered by the statement are. 

It is our position—and both my pred- 
ecessor, Mr. William W. Werntz, and 
I have so stated publicly on several 
occasions—that the “all-inclusive” in- 
come statement more nearly accom- 
plishes this purpose than does the “cur- 
rent operating performance” type of 
statement. In consequence, the Com- 
mission authorized me to advise the 
Institute that exception will be taken 
to financial statements filed with us 


June 
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The Income Statement—Problem Child of Accountancy 


which appear to be misleading, even 
though they reflect the application of 
Bulletin No. 32, and the Institute was 
so advised in my letter of December 
11, 1947, addressed to the Institute’s 
director of research, which appeared 
in full in the January, 1948, Journal of 
Accountancy immediately following the 
complete text of Bulletin 32. 

It will be noted that our objection 
to Bulletin 32 was based not alone on 
its recommendation to exclude certain 
items from the determination of net 
income, but also upon the permission 
extended to commingle items so ex- 
cluded with appropriations to general 
contingency and inventory reserves 
made from net income. 

Such appropriations, as you know, 
have received considerable attention 
and have been the subject of much 
discussion not only within the account- 
ing profession but also in corporation 
reports to stockholders and in the press. 

Accounting Research Bulletin No. 
28, entitled “Accounting Treatment of 


General Purpose Contingency Re- 
serves,” which was issued by the 
American Institute of Accountants 


Committee on Accounting Procedure in 
July, 1947, contains the following state- 
ment: 

“The Committee is therefore of the 
opinion that general contingency reserves, 
such as those created: 

(a) for general undetermined contingen- 
cies, or 
(b) for a wide variety of indefinite possible 
future losses, or 
without any specific purpose reasona- 
bly related to the operations for the 
current period, or 
(d) in amounts not determined on the basis 
of any reasonable estimates of costs 
or losses, 


(c 


~S 


are of such a nature that charges or credits 
relating to such reserves should not enter 
into the determination of net income.” 


In Accounting Research Bulletin No. 
31, which dealt with inventory re- 
serves and which was issued in Oc- 
tober, 1947, the following position was 
taken: 


“The 


1948 


Committee is therefore of the 


opinion that inventory reserves, such as 

those created: 

(a) for possible future inventory losses on 
inventories not on hand or contracted 
for, or 

(b) without regard to any specific loss 

reasonably related to the operations of 

the current period, or 

for the purpose of reducing inventories 

other than to a basis which is in ac- 

cordance with generally accepted 
accounting principles 

are of such a nature that charges or credits 

relating to such reserves should not enter 

into the determination of net income and 
that they should not be used to relieve the 
income account of arfy year.” 


And in December, 1947, the Com- 
mittee on Accounting Procedure in its 
Accounting Research Bulletin No. 33, 
entitled ‘Depreciation and High 
Costs,” expressed the following view: 


“It would not increase the usefulness of 
reported corporate income figures if some 
companies charged depreciation on ap- 
praised values while others adhered to 
cost. The Committee believes, therefore, 
that consideration of radical changes in 
accepted accounting procedure should not 
be undertaken, at least until a stable price 
level would make it practicable for business 
as a whole to make the change at the same 
time. 

“The committee disapproves immediate 
write-downs of plant cost by charges 
against current income in amounts believed 
to represent excessive or abnormal costs 
occasioned by current price levels.” 


_ 


(c 


It is, of course, no secret that the 
dollar amounts of reported corporation 
profits in 1947 were in general higher 
than ever before. And one need not be 
an economist or financial expert to 
realize that the economic future of in- 
dustry is cloudy to say the least. With 
some “experts” contending that busi- 
ness in general, and prices in particular, 
will continue as at present for an in- 
definite period; others predicting even 
more business and still higher prices; 
and still others taking the position that 
our economy is due for a nosedive, if 
not tomorrow then within the very near 
future, it is small wonder that corpora- 
tion officials, charged with the making 
of current profits and the retaining of 
such part of those profits as is necessary 
to keep the business moving, have re- 
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sorted to various and sundry ways to 
reflect in their financial statements the 
accomplishment of this purpose. 

And certainly an apparent lack of 
agreement among accountants as to just 
which elements should and which 
should not enter into the determination 
of profits and as to the circumstances 
under which an appropriation to a re- 
serve should be treated as a charge 
against profits or a reservation or 
“earmarking” of surplus cannot be ex- 
pected to allay management's disinclina- 
tion to accept as realistic profits de- 
termined in accordance with accepted 
accounting principles which contem- 
plate adherence to cost and the match- 
ing of expired actual costs against rev- 
enues. 

It is interesting to note in this con- 
nection the comments contained in an 
article entitled “Accountants Debate 
What Should Go Into Net Income: 
They Decide [Everything but 
which appeared in the December 
1947, issue of Barron’s National Busi- 
ness and Financial Weekly. This ar- 


-+ 


rr | +e : ° 
icle stated in part: 


22 


insistent that a  corporation’s 
statement of ‘net income’ should recognize 
all items of profit and loss during the 
period covered, accountants are weakening 
on that opinion. In a bulletin released 
December 21, 18 of the 21 members of the 
Committee on Accounting Procedure of 
the American Institute of Accountants now 
how a veering toward the ‘current operat- 
ing performance’ type of income statement 
is opposed to the ‘all inclusive’ form, * * * 
The bulletin seems to try to straddle * * *. 
Essentially the conflict lies between two 
views * * * But whatever conclusions 
the accountants reach on just what does 
constitute ‘income,’ it is up to corporations 
to try to present all the facts to their stock- 
holders. Investment analysts, bankers and 
some others will check income accounts 
carefully to determine for themselves 
whether each item in it, and those not in it, 
would alter the actual net income. Barron’s 
will call its readers attention to non- 
recurring items, explaining their true sig- 
nificance. But for the average stockholder, 
the ‘net income’ and ‘dollars per share’ is 
the one figure of interest.” 


“Once 


It should be observed that the stock- 
holders’ reports of most industrial com- 


panies are not subject to the jurisdic- 
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tion of the Commission and, therefore, 
these reports provide a free medium for 
experimentation in form and content 
assuming, of course, that divergencies 
between statements included in such 
reports and those filed with us are not 
so great as to raise questions as to the 
propriety of certification of both sets 
by independent accountants as fair pres- 
entations of the data involved. It 
follows, of course, that newspapers and 
other financial publications are, and 
obviously can only be, free to comment 
upon financial data in the light of their 
own conceptions of significant dis- 
closure. Furthermore, unless a corpora- 
tion having securities listed on a na- 
tional securities exchange has filed a 
registration statement recently, pur- 
suant to the Securities Act of 1933, in 
connection with the sale of securities, 
or has filed financial statements or its 
report to stockholders in connection 
with a proxy solicitation, we have no 
definitive basis for passing upon the 
merits of that corporation’s current 
accounting practices until its annual 
report is filed with us. This filing is 
not due until 120 days after the close 
of the corporation’s fiscal vear so that, 
except in those relatively few instances 
in which a corporation’s fiscal vear 
ended prior to December 31, 1947, and 
in a very few cases where a corporation 
whose fiscal vear ended on December 
31, 1947, filed before the close of the 
120-day period, we did not have availa- 
ble for examination the bulk of 1947 
corporate annual reports (some 2500 
or more) until the first of this month— 
just a few days ago. 

I have emphasized this situation be- 
cause I think the public generally does 
not realize that the reports of corpora- 
tion earnings for 1947 currently ap- 
pearing, or commented on, in the pub- 
lic press or in statistical services may 
be different in some important respects 
from those subsequently filed with us. 
And some of them cannot but be dif- 
ferent if they are to meet our concep- 
tion of completely informative and non- 
misleading statements. 
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I have been much interested in a fea- 
ture of the [Vall Strect Journal headed 
“Digest ot Earnings Reports.” This 
digest, in columnar form, shows the 
“Net Income” and “Earnings per Com. 
Share ‘the years 1947 and 1946 of 
from 15 to 40 corporations, ¢ daily. Simi- 
lar data are shown for those companies 
which have made interim reports. At 
the bottom of the digest are footnotes 
identified by various symbols directing 
attention to unusual or extraordinary 
circumstances affecting the reported net 
income. On April 1 the digest covered 
the reports of 49 companies, 15 of 
which were the subject of footnotes, in- 
cluding the following: 





‘Before deducting $10,000.00 provision 
for inventory price decline reserve” 

‘After provision of $1,415,000 in 1947 and 
$1,558,000 in 1946 for inventory 


price declines” ; 


possible 


r provision of $4,500,000 for inven- 


decline 





“Aft special appropriation 


ter reserve 
totaling $525,000” 


“After reserve appropriations” (no 
amount shown) ; 
“After $6,000,000 provision for contin- 


gencies” : 
“After giving effect to $13,798,474 res- 
toration of reserves” 
Includes reserve credit of $190,705” ; 
“Includes $100,233 transferred from re- 
serves 
“After giving effect to $6,255,341 
sale of property” 
$1,896,317 
1 assets” 
iter $441,000 for 
under retirement plan”. 


gain 


“Includes 


capita 


profit on sale of 


losses 





anticipated 





On other days the following foot- 
notes appeared : 
“After $350,000 inventory reserve” 
“After an appropriation of $1,126,186 for 
research and advertising” ; 
“Includes credit adjustment of $224,445” 
“After giving effect to $564,996 recovery 
of prior year’s loss on dredging contract”: 
‘Exclusive of $1,050,000 restoration of 
contingency reserve. Including this reserve 
net was equal to $5.17 [instead of $3.78] 
a share”; 
“Includes $200,000 transfer 
for plant reconversion” ; 
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“After deducting $600,000 provision for 
possible inventory losses and for replace- 
ment of plant facilities, etc.” ; 

“After deducting $300,000 for plant and 
equipment replacement” ; 

“Before appropriation of $1,800,000 for 
replacement of facilities at current cost. 
Aiter deducting this rese pag the common 
share earnings were equal to $5.35 [instead 
of $6.06]” 

“Profit before provision for depletion 

and income taxes” (no amounts shown) ; 

“After provision of $278,093 for em- 

ployees’ profit-sharing and retirement” ; 

“Includes $110,319 profit on sale of 

treasury stock.” 

It seems apparent that in this Digest 
of Earnings the Wall Street Journal, 
like Barron’s, is attempting to “call 
its readers’ attention to non-recurring 
items, explaining their true signifi- 
cance’ so that, as stated in the Bar- 
ron’s. article, “investment analysts, 
bankers and some others (may) check 
income accounts carefully to determine 
for themselves whether each item in it, 
and those not in it, would alter the 
actual net income.’ (Emphasis sup- 
plied. ) 

Surely this is a constructive purpose 
and a necessary function of financial 
publications if the information conveyed 
to its readers through financial state- 
ments is incomplete or incomprehen- 
sible 

The extent to which this purpose 
is accomplished seems considerably 
limited, however, for it will be noted 
that no two footnotes are worded ex- 
actly alike. For example, one refers 
to “inventory price decline,’ another 
to “possible inventory price declines” 
and still another simply to “inventory 
reserve.” How is one to know from 
these explanations whether the inven- 
tory loss reserved against has actually 
taken place in the current accounting 
period, or definitely is to be expected 
in a subsequent accounting period or is 
merely an indefinite contingency ? Also, 
several of the notes refer to appropria- 
tions or provisions without stating any 
amount and others combine two types 
of items in one amount. 

Furthermore, no mention is made in 
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these notes of items which may have 
been carried direct to —- \nd is 
the reader to understand that the ab- 
sence of footnotes with respect to a 
particular company indicates that n 
unusual circustances exist? 

But why should it be necessary for 
eaders of income statements to satisfy 
themselves as to whether they reflect 
“the actual net ? It is manage- 
ment’s responsibility to prepare such 
statements so that there can be no 
doubt as to the net income and it is the 
function of independent accountants to 
determine whether management has 
done so. If the statements are prepared 
in accordance with generally accepted 
accounting principles there should be 
no question on this point. 

But what are the generally accepted 
accounting principles underlying the 
preparation of income or profit and loss 
statements 7 


Income 


In Accounting Research Bulletin No. 
9,* issued by the American Institute of 
Accountants Committee on Account- 
ing Procedure in May, 1941, the “‘in- 


come account or ‘statement 1S de- 
fined as: 

\n account Tr tement w ch snows 
the ) cipal ele ment positive a 1 nega 
tive, in the deriva of income or loss 
the cla iwainst ne ind the result 
ing net income or loss of the accoun 
Jance 


This definition, which coincides with 
Rule 5-03-of this Commission’s Regula- 
tion S-X, promulgated about a year 
before the issuance of Bulletin 9, seems 
to describe pretty clearly the composi- 
tion of the income statement. And I 
should expect that the final item on 
such a statement would be the net in- 
come for the period covered by the 
statement. 
1e Accounting Procedure 


However r 
31, 32 and 33 


tl 
Committee's Bulle — 28 
contravene Bulletin 9 and our Rule 
5-03 in that they petite the showing 
on the income statement of items hav- 


* This bulletin was identified as a “Special” 


on Terminology.” 
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ing no part in the determination of net 
income, 

It seems to me that under these cir- 
cumstances the principles underlying 
the preparation of income statements 
are at best contradictory and, insofar 
as the. determination of “the actual net 
income” is concerned, are non-existent. 

Notwithstanding this unsatisfactory 
situation, some of the published income 
statements to which I have referred 
mere prepared in a manner which com- 
plied with the foregoing definition con- 
tained in Bulletin 9 and the provisions 
of Rule 5-03 of Regulation S-X and 
failed to comply therewith. Yet, 
the independent accountants’ certifi- 
cates applicable to a large majority of 
both — of these statements con- 
tat ined the following usual statement in 
the opinion paragraph, “In our opinion 
the * * * statements of profit and loss 
and surplus present fairly * * * the re- 
sults of operations for the year in con- 
formity with generally accepted ac- 
counting principles * * *.” 

And in some of those few instances 
where exception was taken to certain 
principles applied in the income state- 
ment it was difficult to determine what 
the certifving accountant considered 
the applicable generally accepted ac- 
counting principles to be. 

For example the following para- 
graphs appeared in the certificate per- 
taining to the financial statements for 
1947 of a large industrial company : 


otners 


“During the year, a reserve for property 
replacement and/or excessive cost of new 
facilities was provided by a charge 1 
operations of $2,000,000. While provision 
for such reserves by charges to income has 
recognized as technically con- 
forming to accepted accounting principles, 
we, nevertheless, believe the charge to b« 
justified in view of the Company’s rela- 
tively large plant investment and th 
economic conditions existing during the 
vear 1947. 

“In our opinion, subject to the comments 
in the preceding paragraph, the * * * state- 
ments of income and surplus present fairly 
* * * the consolidated results of operations 
of the Company * * * for the year, in con- 


not vet been 


bulletin and is entitled “Report of Committee 
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formity with generally accepted accounting 
principles * * *,.” 


In a certificate which was applicable 
to the accounts for 1947 of another 
large industrial company the same ac- 
counting firm stated, 

“The Corporation included in its costs 
and expenses, and as a deduction in deter- 
mining net income for the year 1947, a 
special provision for depreciation of 
$3,500,000 based on greatly increased con- 
struction and property replacement costs, 
this being in addition to the amomnt com- 
puted on the basis of cost in accordance 
with generally accepted accounting princi- 
ples on which the provisions for deprecia- 
tion have heretofore been made. * * * 

“In our opinion, subject to the exception 
noted in the preceding paragraph, the * * * 
statements of profit and loss and surplus 
present fairly * * * the consolidated results 
of their operations for the year in con- 
formity with generally accepted accounting 
principles * * *,” 


It is indeed unfortunate that a great 
number of the income statements cur- 


Wi 






rently being made public are so equivo- 
cal as to require explanation or clari- 
fication beyond that contained in the 
statements themselves. Does this situa- 
tion not indicate the necessity for the 
establishment of more definite and more 
substantive accounting principles gov- 
erning the determination of net income 
and the preparation of income state- 
ments, principles which truly may be 
said to be the generally accepted ac- 
counting principles and from which 
departure may be concurred in by the 
certifying accountant only at the risk 
of impairment of professional standing? 


It should be understood that the 
views I have expressed are not neces- 
sarily those of the Commission, except, 
of course, to the extent that reference 
has been made to published opinions, 
rules and regulations. 


SECURITY 
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Estate Tax and Gift Tax Features of the 
Revenue Act of 1948 


(Applicable to Residents of Non-Community Property States) 


By Leonarp Price, C.P.A. 


ii HE income tax features of the Re- 
venue Act of 1948 have received 
wide publicity because of the many tax- 
payers who will be benefited thereby. 
lar more revolutionary in character, 
however, are the changes in estate and 
gift taxation. Although fewer tax- 
payers will be affected, the savings in 
estate and gift taxes resulting from the 
changes in the law may prove, in in- 
dividual cases, to be far more sub- 
stantial than the income tax reductions. 
\ttorneys are being called upon to 
revise wills and, where feasible, to 
amend trust instruments to take ad- 
vantage of these new provisions. Ac- 
countants, familiar with their clients’ 
financial positions, will be able to render 
invaluable services in connection with 
estate planning and the formulation of 
gift-making policies. 





LEONARD Price, C.P.A., has been 
a member of our Society since 1936 
and is also a member of the Ameri- 
can Institute of Accountants. He is 
presently Chairman of the Commit- 
tee on Monthly Audits, Vice-Chair- 
man of the Committee on Municipal 
and Local Taxation and the Commit- 
tee on Accounting Machinery, and a 
member of the Committee on Fidu- 
ciary Accounting. 

During World War ITI, Mr. Price 
served as Lt. Colonel in the Quarter- 
master Corps, engaged in the re- 
negotiation of contracts. He is a 
member of the New York Bar and 
a partner in a prominent New York 
firm of Certified Public Accountants. 











In the field of income taxes Congress 
sought to bring about, in the 1948 Act, 
a substantial equality between married 
couples living in community property 
and non-community property states. 
This was done by means of the “in- 
come-splitting” provisions applicable to 
joint returns. The same type of equali- 
zation was sought in the case of estate 
and gift taxes. However, whereas the 
income tax provisions are relatively 
simple in application, the estate and 
gift tax provisions are highly technical 
and involved. Many of these provisions 
may be clarified by the issuance of 
regulations ; others will require judicial 
interpretation. In the meantime, how- 
ever, an analysis of the purposes and 
effect of the amendments may be de- 
rived from a study of the Act itself and 
the supplementary report of the Senate 
Finance Committee! which sets forth 
the intent of the framers of the legisla- 
tion. 

The basic purpose of Congress in 
creating estate and gift tax equality 
among residents of community prop- 
erty and non-community property 
states has been accomplished in a two- 
fold manner: 

(a) By restoring to residents of 
community property states the “split- 
ting privileges’ which they enjoyed 
prior to 1942, through the repeal of 
certain sections of the Internal Re- 
venue Code,? and 

(b) By creating a new deduction 
for estate tax purposes with respect 
to certain testamentary transfers (or 
their equivalent) to the surviving 
spouse, called the “‘marital deduc- 


1 80th Cong., 2d Sess., S. Rept. 1013, Part 2. 
2 [.R.C.,, Secs. 811(d) (5), 811(e) (2) and 811(g) (4), repealed by Rev. Act 1948, Sec. 351. 
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tion”; by taxing only one-half of 
certain gifts to a spouse ; and by treat- 
ing certain gifts to third parties by 
one spouse as having been made 
equally by both. 


These latter provisions as they affect 
citizens and residents of non-commu- 
nity property states are outlined below. 


ESTATE TAX 


The Estate Tax Marital 
Deduction 


The Code has been amended to pro- 
vide a new deduction in computing the 
net estate of a citizen or resident of the 
United States dying after December 31, 
1947, called the marital deduction. In 
general, by reason of such deduction, a 
decedent may leave up to one-half of 
his property to his surviving spouse, 
tax free. 

However, the law contains many 
limitations and exceptions to this 
broad statement. To understand clearly 
what dispositions of property qualify 
for the marital deduction it is neces- 
sary, therefore, to analyze carefully the 
several sections and subdivisions of the 
pertinent amendments. 

The marital deduction is defined, in 
general, as: 

_ “An amount equal to the value of any 
interest in property which passes or has 
passed from the decedent to his surviving 
spouse, but only to the extent that such 
interest is included in determining the gross 
estate.’’4 

Simple though this definition may ap- 
pear upon first reading, it is actually 
quite complex; several of the words 
and phrases have limited definitions 
or are subject to special interpretation. 


IVhat is an Interest in Property? 

The Senate Finance Committee Re- 
port directs attention to the fact that 
the terms “interest” and “property” as 
used in the law have separate and 
distinct meanings. “Property” includes 
STRG., 

41.R.C., Sec. 812(e) (1) (A). 
SI.R.C., Sec. 812(e) (3). 
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all objects and rights which are suscep- 
tible of ownership; “Interest” refers to 
the extent of ownership. For example, 
if a decedent leaves his spouse a life 
estate in their residence, the interest 
passing is the life estate; the property 
in which the interest exists is the resi- 
dence. 


How May an Interest in Property 

“Pass”? 

Under the new law® an interest in 
property passes from the decedent to 
another, for the purposes of determina- 
tion of the marital deduction, when 
it is 

(a) bequeathed or devised; 

(b) inherited (7.e¢., through in- 
testacy) ; 

(c) dower, curtesy or the statu- 
tory interest in lieu thereof; 

(d) transferred by the decedent 
at any time (e.g., a gift in contem- 
plation of death) ; 

(e) held with the decedent (alone 
or in conjunction with others) in 
joint ownership with right of sur- 
vivorship, at the time of decedent's 
death; 

(f) acquired through the exercise 
by the decedent of a power of ap- 
pointment (either alone or in con- 
junction with others) or in default 
upon the release or non-exercise of 
such power ; or 

(g) the proceeds of insurance 
upon the life of the decedent (regard- 
less of whether the decedent had 
previously assigned the policy or paid 
the premiums by way of gift). 


The foregoing definition is broad 
enough to cover all interests included 
in determining the gross estate under 
Sec. 811. 

An interest in property does not pass 
to a surviving spouse under the above 
definition by reason of: 

(a) a claim against the estate; 


Sec. 812(e), added by Rev. Act 1948, Sec. 361. 
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(b) any indebtedness for which a 
deduction is allowed by Sec. 812(b) ; 
or ‘ 

(c) any amount expended in ac- 
cordance with local law for support 
during the settlement of the estate. 


A power of appointment is not con- 
sidered an interest in property, and no 
deduction is allowed with respect to a 
power of appointment given to a surviv- 
ing spouse except, as indicated below, 
with respect to certain trusts and life 
insurance proceeds. 

Generally speaking, the decedent’s 
will is controlling in determining the 
interest passing to the surviving spouse. 
However, if the surviving spouse has a 
right to elect to take pursuant to local 
law instead of the will, and does so 
elect, the interest passing under local 
law qualifies for the marital deduction. 
Failure to elect under local law does 
not constitute a “purchase” of the in- 
terest passing by will. If the will is con- 
tested and in settlement the spouse sur- 
renders an interest in property sueh 
interest surrendered is excluded in de- 
termining the marital deduction. 

The law® recognizes that a legatee. 
devisee or distributee may disclaim his 
rights. For the purpose of determining 
the marital deduction : 

(a) An interest disclaimed by the 
surviving spouse is not deemed to 
pass to her. 

(b) An interest disclaimed by any 
other person is considered to have 
passed to that person as if the dis- 
claimer had not been made. 

Thus, a disclaimed interest cannot 
qualify for the marital deduction. Prop- 
erty which passes to others by reason 
of the spouse’s disclaimer is excluded ; 
property passing to the spouse by rea- 
son of another’s disclaimer is likewise 
excluded. 

Inclusion in the Gross Estate 

In order for an interest in property 
passing to the surviving spouse to 
~ 6LR.C., Sec. 812 (e) (4). 

7 Rev. Act 1948, Sec. 364. 

81.R.C., Sec. 812(e) (1) (E). 
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qualify for the marital deduction the 
value thereof must have been included 
in the computation of the gross estate. 
Thus foreign real estate (excluded un- 
der Sec. 811) or property acquired 
inter vivos for an adequate considera- 
tion would not be included in computing 
the marital deduction. 


How ts an Interest in Property Valued? 

The valuation of property used in 
computing the marital deduction is the 
same as that employed in valuing the 
gross estate. If values at the date of 
death are used for the latter purpose 
they must be used for the former. If 
the gross estate was determined on the 
basis of values one year from the date 
of death (the optional valuation method 
under Sec. 811(j)) the same valuation 
rules are applied in computing the 
marital deduction.? Under these rules 
the date of death governs, but must be 
adjusted for any difference in value 
(not due to mere lapse of time or the 
occurrence or non-occurrence of a con- 
tingency) of the property as of the date 
one year after the date of death; and if 
the property was distributed, sold, ex- 
changed or otherwise disposed of before 
the expiration of the one-year period, it 
is to be valued at the date of the first 
such disposition. 

It should be noted that the use of the 
optional valuation does not extend the 
date for determining the character of 
the interest passing to the surviving 
spouse ; the date of death is always con- 
trolling in this connection. 

In computing the value of an interest 
in property passing to the surviving 
spouse there must be taken into account 

(a) the effect which any estate, 
legacy, succession or inheritance tax 
may have upon the net value of such 
interest ; and 

(b) the amount of any encum- 
brances on such property, or any obli- 
gation imposed by the decedent with 
respect to the passing of such 
interest.® 
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Thus, if a surviving spouse receives 
property subject to a mortgage, only 
the net equity is included in computing 
the marital deduction. This is proper 
since the mortgage constitutes a deduc- 
tion in computing the gross estate. Like- 
wise, 1f a decedent left unencumbered 
property to his spouse subject to her 
making a payment of a certain amount 
to a third party, such charge would be 
deducted from the value of the prop- 
erty. However, if the decedent left his 
spouse property subject to a mortgage 
and directed his executor to pay it off 
from other assets of the estate, the gross 
value of the property would be taken 
into account in computing the marital 
deduction. 


Who ts a Surviving Spouse? 

The marital status must be deter- 
mined at the date of decedent’s death. 
(A legal separation which has not ter- 
minated the marriage at that time does 
not change such status.) Thus, 

(a) An interest in property pass- 
ing inter vivos to one who was mar- 
ried to the decedent at the time of 
transfer but not at the time of death, 
is not a transfer to a_ surviving 
spouse. 

(b) Conversely, an iter wivos 
ransfer to one not married to the 
decedent at the time of the transfer 
but married to him at the time of 
death is such a transfer. 

Throughout this paper and other dis- 
cussions on the subject, it is generally 
assumed that the decedent was the hus- 
band and the surviving spouse, his 
widow. It may be pointed out, in pass- 
ing, that the law makes no distinction 
between the sexes and that the same 
rules apply where the wife predeceases 
her husband. 


The “Adjusted Gross Estate” 

The amount of the marital deduction 
is limited to 50% of the ‘adjusted 
gross estate”.? This is a new concept 
p> ee, Slate) (1) (CH). 

*., Sec. 812(e) (2) (A). 


created by the law solely for the pur- 
pose of this computation. Except in 
cases where community property is in- 
volved, it is the entire value of the 
gross estate less the aggregate of 
amounts allowable as deductions under 
Sec. 812(b) of the Code.!° The value 
of the gross estate is that determined 
in the computation of the tax, i.e., the 
gross value at the date of death or 
under the optional valuation rules. The 
deductions provided by Sec. 812(b) of 
the Code (unchanged by the new law) 
are funeral expenses, administration ex- 
penses, claims, encumbrances on prop- 
erty included in the gross estate, and 
amounts required to be expended for 
support of the dependents. 

One immediate effect of the marital 
exemption is that, whereas heretofore 
all estates under $60,000 were exempt, 
estates of married persons up to 
$120,000 can achieve that status if at 
least one-half is left to the decedent’s 
spouse outright or in a manner pre- 
scribed by the law. 


Interests Which Do Not Qualify 

for the Marital Deduction 

Not every interest in property pass- 
ing to the surviving spouse qualifies 
for the marital deduction. Generally, 
the interest must be transferred out- 
right without restriction or limitation, 
or the possibility of enjoyment by any 
other person (without adequate con- 
sideration). The interest passing to the 
spouse must be one which, upon her 
death, if not consumed or otherwise 
disposed of, would be includible in her 
gross estate. Interests which do not 
meet these requirements are not al- 
lowed in computing the marital deduc- 
tion under what is known as the 
“terminable interest rule.” 
The Terminable Interest Rule 

\ general statement of this rule is 
as follows: 

Where the interest passing to the 
surviving spouse may terminate or fail, 
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Life estates are clearly within the 
exception, as are many other interests. 
Where the proceeds of life insurance 

payable to the spouse for life and 
upon her death to others than her 
estate, the spouse’s interest is deemed 
ninable. 


It is not that the event or 
occur or fail to 


-event might 


necessary 
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or fail to, the deduction is not allowed. 


The rule is intended be all-inclusive 
with respect to contingencies and con- 
litions, and applies 
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lccountant 


1 the value of the remainder 
qualifies for the marital 


not, an 


interest 
deduction, 

The interest passing to the third 
party must be without adequate con- 
sideration. The time of passing, how- 
ever, is immaterial, and need not be 
simultaneous with the passing of the 
interest to the spouse, and may have 
occurred before or may occur there- 
after. The following illustrations from 
the report of the Senate Finance Com- 
mittee clarify these rules: 


(1) A decedent transferred property by 
eift to his son, retaining a lease for 20 
years. He bequeathed the lease to his 
No marital deduction is allowable 
because (a) the interest of the spouse is 
terminable upon the passage of time (th: 
term of the lease), (b) an interest in the 
property passed to the son without con- 
sideration, and (c) the son can possess thx 
property upon the termination of the lease. 
However, had the decedent sold the prop- 
erty and retained or purchased the lease, 
the result would have been otherwise be- 
cause the interest passing to the third party 
would have been for an adequate con 
sideration. 


spouse. 


2) A decedent devised property jointly 
to his wife and daughter. No marital de- 
duction is allowable because (a) the inter- 
est of the wife is terminable upon her 
death, (b) the transfer to the daughter 

as without consideration, and (c) the 
facolar may enjoy or possess the property 
(if she survives the wife and the joint 


interest has not been severed) 


( 


The determination of whether a sur- 
viving spouse’s.interest is terminable is 
made at the date of death. The use of 
the optional valuation does not change 
this rule. If a decedent transferred 
property to his wife in contemplation 
of death, with remainder to X if he 
survives the wife, and X dies prior to 
decedent while the wife is still living, 
the wife’s interest, viewed at the date 
of decedent’s death is not terminable 
Had X survived decedent, the interest 
would have been terminable. Had X 
survived decedent but previously sold 
his remainder to the spouse, the marital 
deduction would not be allowable, the 
wife having been an assignee of the 
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third party enjoying the interest in the 
property. 

The marital deduction is determined 
with respect to the interest which the 
decedent specifically directed the sur- 
viving spouse to have. Therefore, if the 
surviving spouse received a life estate 
in property and sold it, the exclusion 
would be unaffected. Similarly, if the 
surviving spouse acquired the remain- 
der interest and merged it with the life 
estate, the interest is still terminable 
because the remainder did not pass to 
the spouse from the decedent. 


It the decedent leaves to his spouse 
a terminable interest with respect to 
rip the deduction is not allowed and 

e spouse takes in accordance with the 
wi “IL the deduction is not allowed even 
though the spouse might have taken 
against the will under local law a fee 
interest with respect to which a deduc- 
tion would have been allowable 


It should be carefully noted that with 
respect to property passing from the 
decedent to his spouse the marital de- 
duction is disallowed only if a third 
person may enjoy or possess the prop- 
erty. Thus, if the surviving spouse re- 
ceives the proceeds of insurance, or an 
annuity, included in the gross estate, 
and such proceeds or annuity are pay- 
able only to her or her estate, the de- 
luction is allowable. If, however, upon 
her death the balance of the proceeds 
or the annt ity are to go to another, the 

11 


deduction is not allowable. 


Where at the time of decedent’s death 
is not possible to ascertain the par- 
icular person or persons to whom an 
interest in property may pass, such in- 
terest is considered, for the purpose of 
the terminable interest rule, as passing 
a person other than the surviving 


1? 
spouse. ** 





The marital deduction is not allowed 


in any case where the decedent directs 


that a terminable interest shall be ac- 
IZ ERE. § 812(e) (3). 
13 7.R.C., Sec. 812(e)(1)(B) 
1 ERC... Ss 812(e) (1) (C 


quired for the spouse by his executor 
or trustee.!S This is so even though no 
other person may have any interest in 
the property. Thus, if the decedent di- 
rected his executor to purchase an an- 
nuity for his wife, no marital deduction 
would be allowable with respect to the 
assets used to purchase such annuity. 


An interest is not deemed one which 
will fail or be terminable merely because 
it is the ownership of a bond, note or 
similar obligation, with one exception. 
Ii the discharge thereof would have the 
effect of an annuity for life or for a 
teri, the interest is terminable. Thus, 
if an executor is directed to lend money 
and acquire for the spouse a note with 
ter providing for payment of prin- 
cipal and interest in equal installments, 
the deduction is disallowed. 


One further limitation regarding 
terminable interests should be noted. If 
the estate contains an interest which, 
had it been transferred to the surviving 
spouse, would not have qualified for the 
marital deduction, and if that interest 
or the proceeds thereof could be used to 
satisfy the interest of the surviving 
spouse, the value thereof must be de- 
ducted from the value of the property 
passing to the surviving spouse in com- 
puting the marital deduction.'+ This 
provision contains a danger which must 
be avoided, if possible. Where the sur- 
viving spouse is a pecuniary or residu- 
ary leg itee, beneficiary of a trust, or dis- 
tributee of an intestate, the presence in 
the gross estate of a terminable interest 
which the spouse might have received 
results in a reduction of the marital de- 
duction even though she did not actually 
receive it. The testate decedent should 
specify that the terminable interest shall 
not be used to satisfy the bequest or 
devise to the spouse. 

Heretofore, a common method of dis- 
position of property has been to leave it 
to the wife in trust for life with re- 
mainder to children, granting the wife 
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a limited power to invade the corpus. 
This procedure avoided the possibility 
of double taxation of the same property 
in the estate of the decedent and again 
in the estate of the wife upon her death. 
Under the new law this method may not 
be employed if it is desired to secure 
the marital deduction. It is, of course, 
still available with respect to that por- 
tion of the decedent’s property which 
need not, or which he does not wish to, 
so qualify. 


Exceptions to the Terminable 

Interest Rule 

Having excluded from the marital 
deduction interests in property passing 
to the surviving spouse which are ter- 
minable, the law proceeds to create ex- 
ceptions to this rule. That is, it pre- 
scribes certain situations in which 
terminable interests do qualify for the 


deduction. 


(a) Trust for life with power of 
appointinent 


As was indicated above the most im- 
portant type of terminable interest is a 
life estate in favor of the surviving 
spouse. It is not surprising that the 
chief exception to this rule relates to 
this type of interest. Broadly stated, if 
property passes to the spouse in trust 
for life, a marital deduction ts allowed 
with respect thereto, if the spouse has 
a general power of appointment over 
the property.!° Under such circum- 
stances the spouse, being entitled to the 
income and authorized to appoint the 
property, is, to all intents and purposes, 
the virtual owner thereof. The effect of 
such power is to make the property, if 
not consumed or given away, taxable 
in the spouse’s estate upon her death 
and, this being so, the allowance of the 
marital deduction is consistent with the 
purpose of the law. 

In order for property transferred in 
trust for life to the surviving spouse 
to come within this exception, the fol- 
lowing specific conditions must be met: 

(1) The trust must have been 


15 7.R.C., Sec. 812(e) (1) (F). 
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created by the decedent either during 
his life or pursuant to his will. 

(2) The surviving spouse must be 
entitled to all of the income from the 
property held in trust for her life, as 
long as the trust is in existence. (If 
the trust may terminate prior to the 
death of the surviving spouse by rea- 
son of her appointing the corpus to 
another, or the appointment by an- 
other of the corpus to her, this re- 
quirement is still met so long as the 
spouse is entitled to the income for 
life or until such termination. ) 

(3) The income of the trust must 
be payable to the spouse annually or 
at more frequent intervals. Where 
the income is required to be accumu- 
lated or may, at the discretion of the 
trustees, be accumulated the trust 
does not qualify. 

(4) The surviving spouse must 
have the power to appoint the entire 
corpus free of the trust in favor of 
herself or her estate. She may be able 
to exercise the power during her life- 
time or at her death. The right to 
“invade” the principal is equivalent 
to appointing the property to herself. 
She may have other additional pow- 
ers as well. The fact that the decedent 
may have named remaindermen who 
will take in the event of the non-exer- 
cise of the power, does not change the 
situation. 

(5) If any other person has a 
power to appoint any part of the trust 
corpus, such power must be in favor 
only of the surviving spouse. 

(6) The power possessed by the 
surviving spouse to appoint the entire 
corpus free from the trust must be 
exercisable alone and in all events. 
So long as either the power to appoint 
during life or at her death meets 
these requirements it is immaterial 
that the other is restricted or limited. 
If all of these tests are met, a marital 

deduction is allowable and, for the pur- 
pose of the act, the property is consid- 
ered as passing to the spouse and no 
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part to any person other than the 
spouse. However, it should be noted 
that the exception applies specifically to 
property left to the spouse in trust. 
Other terminable interests are not ex- 
cluded even though the spouse has the 
requisite power. 

Where property is left in trust for the 
spouse, and the necessary power of ap- 
pointment to qualify for the marital de- 
duction is given to her, the decedent 
must realize that he has given up do- 
minion over the corpus of the trust. 
However, the decedent may name re- 
maindermen to take in the event that 
the power is not exercised, in which 
event, should the spouse fail to exercise 
the power, the decedent’s intentions will 
be fully accomplished. 


(b) Life insurance with power of 
appointment 


Similar provisions apply to proceeds 
of insurance upon the life of the dece- 
dent, receivable by the surviving spouse 
in annual or more frequent installments, 
commencing within one year from dece- 
dent’s death. If during the life of the 
spouse all amounts are payable only to 
her, and if she has the power to appoint 
all amounts payable after her death to 
her estate (whether or not the power is 
exercisable in favor of others as well), 
the same situation applies and the pro- 
ceeds are allowable for the marital de- 
duction. The power, however, must be 
exercisable by the spouse alone and in 
all events.'§ It should be noted that if the 
proceeds of the insurance are payable to 
the spouse for life with no remainder to 
another or with remainder payable to 
her estate, the interest of the spouse 
qualifies for the marital deduction under 
the general rule. Where there is a re- 
mainder payable after her death, she 
must have the power to appoint it to 
her estate in order to avoid the applica- 
tion of the terminable interest rule. 
There is some doubt as to whether in- 
surance companies will look with favor 

16 7.R.C., Sec. 812(e)(1)(G). 
1 C., Sec. 812(e) (1) (D). 


upon the inclusion of such powers in 
the policy agreements. 


(c) Limited survivorship provisions 


Another type of exception relates to 
what may be called limited survivorship 
provisions. Frequently a testator leaves 
property to his spouse conditioned upon 
her surviving him for a specified period 
of time, or upon condition that she does 
not die with him as the result of a com- 
mon disaster. Such interests ordinarily 
would be considered terminable and 
would not qualify for the marital deduc- 
tion even if the spouse survived, because 
the contingency resulting in the failure 
of the interest, viewed at the time of 
decedent’s death, might have occurred. 
However, the law makes a specific ex- 
ception in these cases. If property is 
bequeathed to a spouse conditioned 
upon her not dying in a common dis- 
aster or upon her surviving the decedent 
for a period not exceeding six months, 
and if, in fact, the termination does not 
occur (by reason of her survivorship) 
the interest passing to her qualifies for 
the marital deduction.!? It should be 
noted, however, that this exception has 
no bearing on an ordinary life estate. 
Although the death of the spouse within 
six months would cause a termination 
it is equally true that her death at any 
time will do so, and the general rule 
applies. 


Tax Effects of the Marital Deduction 


The marital deduction may not al- 
ways prove advantageous taxwise. If 
the separate estate of the surviving 
spouse is greater than that of the dece- 
dent the tax on the property received 
from the decedent, upon the death of the 
surviving spouse, may be greater than 
the saving effected by the marital de- 
duction. In such event terminable life 
interests in favor of the surviving 
spouse, such as have been employed 
heretofore, may still prove to be the best 
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method of minimizing the combined 
estate taxes of the'two spouses. 
However, if the separate estate of the 
surviving spouse is nominal, the marital 
deduction may result in substantial tax 
savings. Even if the property is not 
consumed by the spouse and is s 
to tax on her death the combined taxes 
will be less than if the entire property 


whiec 
upy7ect 


Adjusted 
Gross Estate 
(before specific 
exemption ) 


$ 120,000 $ 9,340 
250,000 45,300 
500,000 116,500 

1,000,000 270,300 
2,500,000 830,000 
5,000,000 2,038,800 
10,000,000 4,975,000 


Tax Thereon 
(assuming no 
marital deduction) 


were taxed in the decedent's estate. 
This is so because, as in the case 

the income tax income-splitting provi- 
sions, the marital deduction will 
a shift to lower brackets. However, as 
is illustrated by the following tabulation, 
the resulting savings are not uniform 


and 


cause 


. ; 
vary percentagewise depending 
t 
l 


1e size of the gross estate: 






upon 
°, of 
Twice tax on Adjusted 
one-half amount Gross 
in first column Difference Estate 
$ —O- $ 9,340 7.8 
21,400 23,900 9.6 
90,600 25,900 DZ 
233,000 37 300 3.7 
702,800 127,200 Dil 
1,660,000 378,800 7.0 
4,077 000 897 400 9.0 


Notes: The foregoing tabulation is predicated upon the following assumptions : 


1 


(1) The property left to the spouse qualifies for the marital deduction and is 
equal to one-half the adjusted gross estate. 
(2) The property is retained by the spouse and is the only property taxable in 


her estate upon her death. 


Miscellaneous Provisions 

The creation of the marital deduction 
necessitated certain modifications of the 
Code with respect to the treatment of 
property previously taxed, the compu- 
tation of the credit for gift taxes, and 
the recovery of apportioned estate taxes 
from life insurance beneficiaries. These 
matters are outlined briefly below. 


Property Previously Taxed 

The elimination from tax of the value 
of property qualifying for the marital 
deduction is predicated upon such prop- 
erty being taxed in the estate of the 
surviving spouse if still owned by her 
at the time of her death. Therefore, 
modification of the provisions of Sec. 
812(c) of the Code relating to deduc- 
tion for property previously taxed was 
necessary to avoid twice exempting 
from tax property passing to a spouse. 
By amendment to that section!’ deduc- 
tion is no longer allowed with respect 
LO; 


18 Rey. Act 1948, Sec. 362. 
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(1) Property. received from a 
prior decedent who died after Decem- 
ber 31, 1947, and was at the time of 
such death decedent’s spouse, or 
property received in exchange there- 
tor. 

(2)Property received by gift after 
April 2, 1948, from a donor who at 
the time of the gift was decedent’s 
spouse, or property received in ex- 
change therefor. 


The disallowance is made without 
regard to whether a marital deduction 
was allowed in computing the net estate 
of the prior decedent or in computing 
the net gifts of the donor. 

A further provision with respect to 
property previously taxed deals with 
gifts received by the decedent. If such 
a gift were considered as having been 
made one-half by the donor and one-half 
by his spouse for purposes of gift tax 
under Section 1000(f), then it shall be 
so considered for purposes of determin- 
ing property previously taxed. 
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Apportionment of Estate Tax to Life 
Insurance Beneficiaries, etc. 


The existing law contained a 


appor tionment with yn- 
tribution on account of estate taxes 
paid, which might be recovered from 
beneficiaries life insurance on the 
decedent's life. and recipients of prop- 
erty over which the decedent had a 
power of appointment. An amendment” 
has been made so as to give effect to 
the marital deduction where the as 
dent’s spouse is the beneficiary of the 


ins surance or recipient of the property 
subject to the power. Where the aggre- 
gate marital deductions are less than 
50° of the adjusted gross estate, the 
apportionment provisions do not apply 
to such insurance proceeds or property. 
Where the 50% limitation is applicable, 


an order of priority is established. In 
such a case, the marital deduction is 
considered as allowed, first, with re- 


spect to the insurance proceeds and, 
second, to the property subject to the 
power. The amendments do not change 
the a apportionment in the case of insur- 
ance proceeds or property subject to a 
power receivable by the surviving 
spouse or other person for which no 
marital deduction is allowed. 

In other words, in determining the 


Credit 
Net estate tax before credit 





The “value of gift property” is the value 
at the time of the gift or date of death, 
whichever is lower, of the property 
constituting the gift which is included 
in the gross estate. Under the new law 
this value must be reduced by: 


(1) The exclusion allowed with 
respect to each gift ($3,000 under 
existing law) ; 

X 





Value of gift (less exclusion) 


If the 50% limitation does not apply 
the latter ratio is “1’’ and the entire 
value of the gift is used as a reduc- 


Act 1948, Sec. 3 
Act 1948, Sec. 363. 


19 Rev. 
20 Rev. 


1948 


of 1948 
extent to which an executor may re- 
cover from beneficiaries the estate taxes 
paid, no tax is deemed applicable to the 
property constituting the marital deduc- 
tion (since the value was excluded in 
computing the tax). In determining 
what property constituted the marital 
deduction, where the value of property 
passing to the spouse exceeded the 50% 
limitation, the insurance proceeds are 
considered the first property making up 
the marital deduction; property re- 
ceived under a power next, and all 
other property last. 


Credit for Gift Tax 

In those instances in which an inter 
vivos gift with respect to which a gift 
tax was paid is required to be included 
in the gross estate of the decedent (¢.g., 
a gift in contemplation of death) the 
law provides for a gift tax credit in 
computing the estate tax. The provi- 
sions regarding the calculation of the 
gift tax credit, heretofore relatively sim- 
ple, have been complicated by amend- 
ments2° designed to take into account 
the estate tax and gift tax marital de- 
ductions. 

Basically, the credit is limited to the 
amount which satisfies the following 
proportion : 


Value of gift property 
Value of entire gross estate 





) The charitable deduction with 
respect thereto, if any, first reduced 
by the exclusion ; and 

(3) The estate tax marital deduc- 
tion allowed with respect to such gift 
in the amount designated by X in the 


following proportion : 


Aggregate estate tax marital deduction 


allowed 





Aggregate estate tax marital deduction 


before 50% limitation 


tion thus eliminating the gift tax 


credit. 
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Referring back to the basic propor- 
tion set forth above, the new law pro- 
vides that the “value of entire gross 
estate” (the denominator of the second 
ratio) shall be reduced by the marital 
deduction and deduction for charitable 
donations under Sec. 812(d) and (e). 


C ore dit 


Total gift tax paid for year of gift 


The new law changes the term “value 
of property’ (numerator of second 
ratio) to the “amount of such gift”, and 
provides that such amount is the 
amount which was included with re- 
spect to the gift in determining the total! 
of gifts made during the year, reduced 
by the charitable deduction and gift tax 
marital deduction allowed. 

Where the decedent was the donor 
and the gift was considered as having 
been made half by his spouse (for gift 
tax purposes ) the amount of gift tax 
paid includes the amount paid with re- 
spect to each half of the gift after each 
half has been reduced by the applicable 
exclusion. 


GIFT TAX 


The amendments to the Code relative 
to the gift tax follow the pattern of the 
estate tax amendments. The 1942 Act 
provisions relative to gifts of commu- 
nity property are repealed.?! A marital 
deduction with respect to gifts to a 
spouse is created and gifts made by a 
married person to a third party may be 
treated as having been made equally by 
two changes 
are discussed below in detail. 


both spouses. These latter 


The Gift Tax Marital Deduction 


Ww ith respect to any gift made after 
the date of enactment of the law (April 
2; 1948) by a citizen or resident of the 
United States t to his spouse (whether 
the spouse be a resident, citizen or 


21 Rey. Act 1948, Sec. 371. 
2T.R.C., Sec. 1004(a) (3) (A). 
3 T.R.C., Sec 1004(a) (3) (B) (i). 


The effect of this change is to increase 
the latter ratio and thus allow a greater 
credit. 

The existing law, before the amend- 
ments, also contains a limitation on the 
credit to the amount which satisfies the 
following proportion: 


Value of Property 


Total amount of net gifts for year 
(before specific exemption) 


non-resident alien) a marital deduction 
is allowed equal to one-half the value of 
the gift.22 The deduction is determined 
with respect to each gift and is com- 
puted without regard to the annual ex- 
clusion ($3,000 under existing law.) 
Thus, in the case of a gift to a spouse 
of $20,000, there is first deducted the 
marital deduction of $10,000, then the 
exclusion of $3,000, leaving a net gift 
to be included in the return of $7,000. 
The total marital deduction for any 
year is limited to the total amount of 
the net gifts : x which such deduction 
is allowable. Thus, assuming that a gift 
of $4,500 to a spouse was the only gift 
to her during the year, the net gift 
would be only $1,500 and the marital 
deduction (which ordinarily would be 
$2,250) is limited to that amount. 
The deduction is allowed only with 
respect to a gift to a donee who at the 
time of the gift is the donee’s spouse. 
The gift tax marital deduction pro- 
visions contain exceptions with respect 
to terminable interests corresponding to 
those discussed above in connection 
with the estate tax marital deduction. 
The marital deduction is disallowed 
with respect to gifts of terminable inter- 
ests to the spouse if he retains in him- 
self or makes a gift to another of any 
interest in the property which he (or 
his heirs or assigns) or the third party 
(or his heirs or assigns) may enjoy or 
possess upon the termination of the 
spouse’s interest.°> In this connection 
the exercise or release of a power of 
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appointment by the donor at any time 
(alone or in conjunction with another) 
is deemed a transfer. 

If, after the gift to a spouse, the 
donor has the right to appoint an inter- 
est in the property which he can exer- 
cise (alone or in conjunction with an- 
other ) in such fashion that the appointee 
may possess or enjoy an interest in the 
property after the termination of the 
spouse’s interest, no marital deduction 
is allowed. This is so even if the donor’s 
power cannot be exercised until after 
the lapse of time or the occurrence or 
non-occurrence of an event or contin- 
gency.74 

An exception to the rule disallowing 
the marital deduction where the donor 
retains an interest is made where the 
interest is transferred to the spouse as 
sole joint tenant with him or as tenant 
by the entirety, even though upon the 
death of the spouse before the donor, 
the latter would again possess the en- 
tire property.25 (If the spouse is not 
the sole joint tenant, the exception 
naturally does not apply as others may 
possess or enjoy the property. ) 

Another exception is made where the 
donee spouse receives a gift in trust 
with a power of appointment. This 
provision corresponds to the similar 
provision regarding estate taxes.26 The 
reader is referred to the discussion 
above relative thereto; it should be 
noted that the conditions which must 
be met for the exception to apply are 
the same. 

Where the assets out of which, or the 
proceeds of which, the donee spouse’s 
interest may be satisfied include assets 
with respect to which no marital deduc- 
tion would be allowed if they were 
transferred to the spouse, the value of 
the interest transferred must be reduced 
by the aggregate value of such assets.?7 








24 1.R.C., Sec. 1004(a) (3) (B) (ii). 
25 I.R.C., Sec. 1004(a)(3)(D). 
26 1.R.C., Sec. 1004(a)(3)(E). 
27 T.R.C., Sec. 1004(a)(3)(C). 
8I.R.C., Sec. 1000(£)(1) (A). 
29 I.R.C., Sec. 1000(f) (1) (B). 
30 I.R.C., Sec. 1000(f) (2) (A). 


Gifts by Married Person to a 
Third Party 


In general, a gift made by one spouse 
to any third party is considered to have 
been made equally by both spouses. 
This rule applies only to gifts made 
after the enactment of the law, and only 
if at the time of the gift each spouse 
is either a resident or citizen of the 
United States. An individual is con- 
sidered to be the spouse of another only 
if at the time of the gift he is married 
to such individual and he does not re- 
marry during the remainder of the 
calendar year. The splitting provision 
does not apply to a gift to a third party 
where the donor creates in his spouse 
a power of appointment over the inter- 
est in the property.?8 

The effect of the splitting provision 
is to double the annual exclusion of a 
married person and the specific exemp- 
tion as well, if it has not already been 
used. Whereas, previously, an indi- 
vidual who had not used his exemption 
could make a single gift of $33,000 tax- 
free, under the new law, if married, he 
might give twice that amount without 
subjecting the gift to tax. A married 
man with two children can give them as ° 
much as $96,000 within three years free 
of tax ($60,000 specific exemption plus 
$6,000 to each child each year). 

The splitting of gifts between the 
spouses is not mandatory and is per- 
mitted only if both spouses consent.?? 
The consent, if made, applies to all gifts 
to third parties made during the calen- 
dar year and is binding for all future 
years in which such gifts enter into the 
computation of the tax. 

The manner of signifying such con- 
sent shall be as provided by regulations 
to be promulgated.*° The time within 
which such consent or revocation may 
be signified is, however, subject to 
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certain rules.*!_ The consent may be taxes of both spouses is joint and sev- 
signified at any time after the close of — eral.5> The Senate Finance Committee 
the calendar year but not later than report states that it is not contemplated 
March 15th or, if no return was filed that if one spouse pay the entire tax a 
by either spouse, up to such time as the gift to the other spouse will result 
return is filed. Thus an extension of from such defrayment of the spouse’s 
time for filing the returns after March _ liability 
15th would extend the time for consent. 

However, the consent may not be signi- 


fied after a deficiency notice with re- In the foregoing analysis an attempt 
spect to the tax for such year has been has been made to be as comprehe nsive 
sent to either spouse. as possible. Many questions of inter- 


4 


\ consent signified prior to March pretation and application of the statute 
15th of the year following may be re- remain unanswered. It is to be hoped 
voked prior to March 15th but not that the issuance of Regulations will 
thereafter. A consent signified after resolve many doubts. In any event the 
March 15th may not be revoked at all. advantages and disadvantages of the 

Where the spouses have consented marital deductions should be carefully 
irrevocably to the gift splitting for any weighed by taxpayers and their ad- 
calendar year, their liability for the gift visers. 


I.R.C.. Sec. 1000(£) (2) (B) 
I.R.C.. See. 1000(f) (3). 
I.R.C.. Sec. 1000(£) (4). 


AN ADIRONDACK VIEW 


What we need. A well-known national vice-president said that what we needed 
is a good five-cent cigar. They cost two-for-a-quarter now. Recently, one of our 
broadcasting pundits said that what we need is a good five-cent nickel. Well, our 
members are not disturbed about the cigars, or the five-cent pieces. We are disturbed 
about the quantity and quality of accountants we meet everywhere—in large offices, 
in small offices, in medium-sized offices. Accountants, accountants, everywhere! 
For our five cents, what we need is to be able, once in a while, to find, on the job— 
a good bookkeeper! 
Lronarp Hovucnuton, C.P.A. 
President et al., Adirondack “Chapter” 
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Benefits Obtainable Under Section 107 





By Miriam I. R. Eorts, C.P.A, 


Saechime 107 is one of those rare sec- 
tions in the body of tax law which 
is of benefit to the “forgotten man” 
among our tax-paying population, the 
man who receives income for services. 
There are provisions in the tax law al- 
lowing capital gain and loss benefits to 
investment taxpayers. There are loss 
carryover benefits available to business- 
men. But the man who earns his living 
with his brain or his brawn seldom finds 
a beneficial tax provision applicable to 
him. Section 107 is in that rarefied tax 
atmosphere. 

The section is available to taxpayers 
who render services over a period of 
thirty-six months or more and receive 
therefor at least eighty per cent of the 
total compensation in one year. For 
example, if a lawyer receives a fee of 
$30,000 in 1946 for a case on which he 
has been engaged from 1931 to 1946, 
he may avail himself of the benefits of 
Section 107. If we assume he earned 
an annual income from other sources 
of $10,000, his tax on the $30,000 in 
1946 might range in the neighborhood 
of $18,000. On the other hand, if under 
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Section 107, he were to allocate the in- 
come to the past fifteen years, at $2,000 
per year, and recompute accordingly, 
his tax under this method would be 
about $6,000, thus giving him a tax sav- 
ing of about $12,000. 

A history of the section shows a 
gradual liberalizing of the requisites for 
coming within its bounds. For taxable 
years beginning before December 31, 
1940, the minimum period of service 
required was five calendar vears, and 
at least ninety-five per cent of the com- 
pensation had to be received upon com- 
pletion of services. For years beginning 
after December 31, 1940, but not after 
December 31, 1941, the period of serv- 
ice was five calendar years, but only 
seventy-five per cent of the total com- 
pensation had to be received on comple- 
tion of service. For years beginning 
after December 31, 1941, the period of 
service required was reduced to thirty- 
six calendar months, and at least eighty 
per cent of the total compensation had 
to be received, not upon completion of 
service, but in one taxable year. The 
last change in the statute was made un- 
der the 1943 Revenue Act, and was 
made effective with respect to years be- 
ginning after December 31, 1940. Since 
the required period of service was re- 
duced from five calendar years to thirty- 
six calendar months, and the statute 
was made retroactive to 1941, many 
potential claims for refund have accrued 
in favor of taxpayers who did not qual- 
ify in 1941 and 1942, when they origi- 
nally filed their returns. 


I—Personal Service. 


One of the requirements of the stat- 
ute is that the compensation must be 
for personal services. However, the 
services need not be personally ren- 
dered. For example, if an attorney re- 
fers a case to a second attorney, and 
the first attorney receives a forwarding 
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fee, he may qualify under Section 107 
if the second attorney performed serv- 
ices on the case over a thirty-six month 
period, and the eighty per cent require- 
ment is met. Similarly, a partner who 
shares in the compensation for services 
rendered by the partnership may obtain 
the benefits of the section, although he 
may not have rendered any personal 
service himself. 

In the case of Ralph G. Lindstrom, 
3 T.C. 686, aff'd., 149 Fed (2nd) 344 
(1945), an attorney by the name of 
Ickman performed legal services as an 
individual, beginning in 1933. In May, 
1936, he entered into a partnership 
with Lindstrom. The partnership con- 
tinued to perform services on the case. 
In 1940, the case was completed, and 
the partnership received a fee therefor 
of $25,000. The required period of 
service under the section at this time 
was five years. Lindstrom, who came 
into the case in 1936, sought to avail 
himself of the benefits of the section. 
The Court held that Lindstrom had an 
insufficient period of service and was 
not entitled to file under Section 107. 
Eckman, however, had a sufficient pe- 
riod of service to come within the 
section. 


In the case of Paul J. Toner, 2 T.C. 
1270 (1943), the taxpayer built a trade 
following over a period of eight years 
prior to 1940, during which time he was 
employed by a firm in the capacity of 
sales manager. In 1940 he took employ- 
ment with a’new firm. Under an agree- 
ment, he was to bring his trade follow- 
ing to the new firm, and receive therefor 
$15,000 of stock of the new corporation. 
Taxpayer sought to report the $15,000 
as income under Section 107, claiming 
he received the stock for services ren- 
dered over an eight year veriod. The 
Court held that the stock was received 
for goodwill and not for services. The 
section was therefore not applicable. 

In the case of A. P. Steckel, 154 Fed. 
(2nd) 4 (1946), the Court held that 
dividends received by a stockholder do 
not constitute compensation within the 
meaning of Section 107 even though the 
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stockholder periorms services for the 
corporation for which he is not other- 
wise compensated. 


II—At least eighty per cent of the 
compensation must be received in 
one taxable year: — meaning of 
“eighty per cent.” 


At this point it should be borne in 
mind that while the present applicable 
percentage is eighty per cent, it was at 
one time seventy-five per cent, and be- 
fore that ninety-five per cent. The inter- 
pretation of what constituted the com- 
pensation to which the appropriate per- 
centage was to be applied has resulted 
in some interesting cases. 

In the case of Leland J. Allen, 5 T.C. 
1232 (1945), an attorney in 1936 col- 
lected $7,804.43 on behalf of a client 
pursuant to a judgment. He paid 
$4,638.22 to the client as per agreement, 
and disbursed $2,100.00 to other per- 
sons who assisted on the case. He 
retained $1,066.21 for himself. Subse- 
quently, in 1940, he received an addi- 
tional fee, pursuant to contract, of 
$32,178.64. The $1,066.21 was less 
than five per cent of the total fee re- 
ceived, if the $2,100.00 was not consid- 
ered part of the fee ; but if the $2,100.00 
was considered part of the fee, more 
than five per cent had been received in 
1936. Since, at this time, ninety-five per 
cent was the applicable percentage un- 
der Section 107, it was important to 
determine whether the expenses were 
considered part of the fee. The Court 
held that the attorney’s expenses were 
not part of his fee, and Section 107 was 
applicable. 

Similarly, in the case of Byron C. 
Hanna v. Comm., 156 Fed. (2nd) 135 
(1946), it was held that expense moneys 
were not part of an attorney's fees. 
However, this case had many refine- 
ments of the principle. Taxpayer’s law 
firm received expense money of $27,500 
when the litigation began in 1932. With 
the client’s consent, the law firm with- 
drew $5,500 from the fund for its own 
private use, with the understanding that 
if the balance of $22,000 should be in- 


June 








——e 


a ed ee ee oe ee ol oe oe | 


AS =e et SM TH = sR et SH 


c- iahe i tl a ee ae a | Be! 


pean 





wre oe tO 








Benefits Obtainable Under Section 107 


sufficient to cover the necessary ex- 
penses, the law firm would replace the 
$5,500. Interest of $1,186.86 on the 
$22,000 was accumulated, and was 
eventually received by the law firm, al- 
though it was never specifically agreed 
to. In 1940, on completion of the work, 
the law firm received a_ fee of 
$121,787.74 as compensation. 

The applicable percentage at this time 
was ninety-five per cent. The $5,500 
constituted less than five per cent of the 
total fee if no recognition were given to 
the interest received. However, if the 
interest were considered part of the fee, 
the payment in 1940 was only ninety- 
four and eight-tenths per cent of the 
total, instead of the requisite ninety-five 
per cent. The Board of Tax Appeals 
held against the taxpayer, but the Cir- 
cuit Court reversed, and held that while 
the $5,500 expense money should be 
treated as part of the fee, there was 
doubt as to who really owned the inter- 
est money, and when it was finally re- 
ceived by the law firm it was more in 
the nature of a gratuity for good will 
rather than an agreed fee. Therefore, 
since more than ninety-five per cent of 
the compensation was received in 1940, 
Section 107 could be invoked. It is 
worth noting that it was never intended 
that the client was to reacquire the 
$22,000, and therefore it is doubtful that 
it was ever intended that the interest 
should revert to him. However, the re- 
versal of the Board seems justified on 
the ground that the client’s mere yield- 
ing of a doubtful right was not intended 
as compensation. 


Many cases arise with reference to a 
fiduciary’s commissions for paying and 
receiving income and principal. In the 
case of Harry Civiletti, 3 T.C. 1274, 
aff'd., 152 Fed. (2nd) 332 (1945), 
petitioner as trustee of a testamentary 
trust received compensation of $17,000 
for receiving and paying income over a 
period of years from 1929-1940. In 
1940, he received $31,025.12 for receiv- 
ing and paying out principal over the 
same period. Petitioner sought to re- 
port the $31,025.12 under Section 107, 
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claiming that the handling of principal 
and income constituted two independent 
functions, and should not be considered 
as a unit in determining receipt of the 
applicable ninety-five per cent of in- 
come. The Court, however, held that all 
amounts received were compensation 
for services as a trustee, and that since 
he did not receive at least ninety-five 
per cent in 1940, he was not entitled to 
the benefits of Section 107 in computing 
his tax liability. 

Similarly in the case of Paul H. 
Smart, 4 T.C. 846, aff’d., 152 Fed. 
(2nd) 333 (1945), the Court held that 
trustees’ commissions received for col- 
lecting and paying corpus and income 
are considered compensation for one 
function, and since petitioner did not 
receive at least seventy-five per cent of 
the total compensation in the taxable 
year, he therefore did not come within 


Section 107. 


Where the problem relates to com- 
pensation from the same estate for func- 
tions as both executor and trustee, the 
results are somewhat different. In the 
case of Estate of Edward W. Clark, 2 

Y.C. 676, (1943), the Court held that 
where petitioner’s decedent served as 
executor and trustee for a period ex- 
ceeding five years, and one commission 
was received for both services upon 
completion, the compensation for each 
function is to be separately considered 
in determining the applicable percent- 
age requirement. The taxpayer was 
permitted to avail himself of the bene- 
fits under the section. 


The benefits of the section are not 
confined to lawyers and executors. A 
discussion of a few cases in other serv- 
ice occupations will indicate the broad 
variety of types of services which may 
come within the section. 


In the case of Julia C. Nast, 7 T.C. 
432 (1946), a physician accumulated 
charges for his services to a patient 
over a period exceeding thirty-six 
months. However, during the period, 
the patient made payments on account, 
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not necessarily in proportion to the 
service rendered at the time. The 
Court held that payments on ac- 
count must be given consideration in 
determining the receipt of the eighty 
per cent of total compensation received 
in one year. The decision was for the 
Commissioner. Taxpayer was not per- 
mitted to report under the section, 


- the case of L. C. Walsh, Memo. 
. Dock. 6472 (1946), the taxpayer 
was employed for twenty-five vears as 
a domestic employee, and was paid 
monthly for his services. The payments 
over a_ twenty-five year period 
amounted to $95,000. U pon conclusion 
of his service, he received a bonus for 
continuous and faithful service through 
all those years. He sought to allocate 
the bonus payment under Section 107, 
The Court held that the $95,000 re- 
ceived must be considered part of the 
total compensation, and since this con- 
stituted more than twenty per cent of 
the total received, taxpayer did not 
come within the section. 


In the case of Bertha Kirkpatrick, 
Memo, T, C. Dock. 3866 (1944), tax- 
paver rendered services as a_book- 
keeper for which she was paid a month- 
ly salary. In addition, she performed 
services for her employer as a proet ical 
nurse and business adviser, for which 
she was not paid currently. Upon her 
employer's death, she received a lump 
sum as agreed, as compensation for 
these latter services. Taxpayer sought 
to allocate the lump sum payment under 
Section 107. The Commissioner took 
the position that the bookkeeping, nurs- 
ing and advisory service were all part 
of a unit of integrated service, and, 
since the lump sum payment was less 
than eighty per cent of the total com- 
pensation received, the benefits of the 
section were not available. The Court 
held in favor of the taxpayer on the 
theory that the bookkeeping services 
were separate and distinct from the 
other services, and should not be con- 
sidered as part of the total compensa- 
t10n . 
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III—Services must be rendered over 
a period of thirty-six calendar 
months or more. 

It is immaterial when the personal 
services are rendered provided at least 
thirty-six calendar months elapse be- 
tween the beginning and the completion 
of the services. Thus, a job may be 
started in 1938, then be dropped for 
five years, picked up again in 1943 
and completed in that year. The section 
would be appropriately applied in such 
a case. Fractional parts of a month 
are disregarded, unless it is more than 
half a month, in which case it is then 
treated as a full month. 

For vears beginning before December 

31, 1941, the period of service required 
was five calendar years. A great many 
cases arose under the interpetration of 
the meaning of “five calendar years” 

In the case of George S. Lavin, Memo 

T. C. Dock. 112630 (1944), services 

were a from October 15, 1934, 

to November 1, 1939. Although more 

than five vears elapsed between the 
beginning and end of service, only four 
full calendar vears elapsed. The Court 
held in favor of taxpayer, on the theory 
that sixty calendar months were within 
the meaning and intent of the statute. 

Similar decisions were reached, in 

Luther Ely Smith, 3 T. C. 696 (1944), 

and John Bell Keeble Jr., 2 T. C. 1249 

(1944), 


IV—At least eighty per cent of total 
compensation must be received in 
one taxable year:— meaning of 
“one taxable year” 

The requirement that the compensa- 
tion must be received in one taxable 
vear is a change from the earlier statute 
which required receipt of the compensa- 
tion upon completion of service. Under 
the present statute, the collection need 
not occur in the year in which the serv- 
ices are completed. It may occur in 
a subsequent vear, or even in a prior 
vear. However, where it occurs before 
completion of the service, it limits the 
period of allocation. For example, if 
services begin in March, 1940, and end 
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in August, 1943, there is an intervening 
period of forty-one months. If the 
compensation is received subsequent to 
August 1943, a forty-one month alloca- 
tion may be made under Section 107. 
However, if the compensation is re- 
ceived in July, 1942, the period of al- 
location is measured from March, 1940, 
to July, 1942, thus giving an allocation 
period of only twenty-eight months. 
Payment prior to completion of the 
services therefore limits the relief. 
Moreover, receipt of additional com- 
pensation, after completion of service, 
may result in a violation of the eigthy 
per cent rule, and thus completely 
nullify the availability of the section. 
For example, let us assume that services 
begin in March, 1940, and end July, 
1945. In October, 1945, $10,000 is re- 
ceived for the services, and is prorated 
under Section 107. In November, 1946, 
an additional $2,000 is received for the 
same services. As a result of the addi- 
tional compensation, the entire $12,000 
may not be reported under Section 107 
because eighty per cent of the total 
compensation was not received in one 
taxable year. 

Under the earlier statute requiring 
completion of service before receipt of 
compensation, many cases arose in the 
courts as a result of need for interpre- 
tation of the meaning of “‘completion 
of service’. In the case of Slough et al., 
147 Fed. (2nd) 386 (1945), members 
of a law firm performed services for 
more than five vears. Upon completion, 
they received $11,500 in 1940, and 
$9,375 in 1941. The court held that 
they came within the meaning of the 
statute. It went on to point out that, 
unlike the present statute, no particular 
percentage had to be received or ac- 
crued in one taxable year. These 
moneys were received upon comple- 
tion of service within the meaning of 
the section. 

In the case of Thomas Denton Geo- 
gheqan, Memo T. C., dated May 24, 
1943, taxpaver rendered services in a 
rate proceeding case before the Inter- 
state Commerce Commission. The serv- 
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ices began in 1929, and the entire fee 
was received in 1940, Evidence showed 
that the work was performed in the 
years 1930 to 1939 inclusive. It did 
not establish the fact that any work 
was performed in 1940. It was held 
that the tax should be determined on 
the basis of an allocation over the years 
1930 to 1939 inclusive. 

In the case of D. G. Slee, 2 T. C. 1269 
(1943), through the efforts of peti- 
tioner, from January, 1930, to July, 
1940, unification of several formerly 
unfriendly companies was accomplished. 
In November, 1940, the directors of the 
new company voted petitioner, in addi- 
tion to his salary, the sum of $2,000 a 
vear for each year from 1929 to 1940 
inclusive, for special services rendered. 
He was paid in one lump sum. The 
Court held that the $24,000 so received 
comes within the benefits of Section 
107. 

In the case of Harry L. Additon, 3 
T. C. 427 (1944), petitioners were ap- 
pointed members of a liquidating com- 
mittee of the First National Bank of 
Manhattan. The liquidation was com- 
pleted except for some life insurance 
policies that were held. Because of this, 
the bank’s charter was not surrendered, 
the committee was not discharged, and 
no final accounting was rendered. 

However, in 1940, petitioner Additon 
received $5,000, and reported it under 
Section 107. The Court held that the 
services were sufficiently completed to 
bring the case within the meaning of 
the statute. 


V—Special problems. 


Among the more interesting prob- 
lems that have arisen under Section 
107 are those relating to the forgive- 
ness provision under the Current Tax 
-avment Act of 1943. Until very re- 
cently the Commissioner has consis- 
tently taken the position that the 1942 
forgiveness provision could not be 
availed of under a Section 107 alloca- 
tion of income. For example, if com- 
pensation were received in 1944 for 
services performed in 1942, 1943 and 
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1944, the income would be allocated to 
the three years. The question then 
would arise whether seventy-five per 
cent of the tax resulting from the por- 
tion of income allocated to 1942 was to 
be forgiven. The Commissioner had 
ruled that the forgiveness did not apply. 
However, in a letter dated January 14, 
1948, and signed by George J. Schoene- 
man, Commissioner, 
“the forgiveness feature of the Current 
Tax Payment Act of 1943 may now be 
applied in computing the limitation up- 
on the amount of tax attributable to 
income which is referred to in Section 
107 of the Code and which is received 
in 1944, or a subsequent year, even 
though all or a part of such income was 
earned in the taxable year 1942 and/or 
1943.” 


Thus the former ruling handed down 
in 1945 was revoked, and income re- 
ported under Section 107 may now be 
reported under the forgiveness provi- 
sion as well. 

Another interesting problem under 
the section relates to the fifteen percent 
limitation on charitable contributions. 

Under a letter dated January 26, 
1945, and signed by Joseph D. Nunan, 
Jr., Commissioner, it was held that the 
fifteen percent limitation applies to the 
total adjusted gross income, and not to 
the allocable portion, in the year when 
the compensation is received. In this 
case, a cash basis taxpayer received 
$100,000 of taxable income in 1944, of 
which $50,000 was compensation for 
personal services rendered during a 
forty-eight month period from January 
1, 1941, to December 31, 1944. Upon 
spreading the income over a four year 
period as permitted under Section 107, 
gross income taxable at 1944 rates was 
$50,000 plus $12,500, or a total oi 
$62,500. It was held that, since the 
entire amount received by the taxpayer 
during 1944 was includible in gross in- 
come for such year, the limitation on 
contributions would be computed on 
the basis of fifteen per cent of adjusted 
gross income for such vear, that is, on 
$100,000, and not on the allocable 
$62,500. 
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To go even further in taxpayer’s be- 
half, if income is allocable under Sec- 
tion 107 to a year when the contribu- 
tions were in excess of fifteen per cent, 
it would seem that the contributions 
deduction may now be increased to the 
extent of fifteen per cent of the addi- 
tional allocable income. For example, 
if in 1938, the income was $10,000 and 
the contributions were $3,000, only 
$1,500 could be deducted. If in 1944, 
compensation is received subject to Sec- 
tion 107, and $5,000 of that income is 
allocable to 1938, the contributions de- 
duction for 1938 may be increased by 
$750 and a total of $2,250 may be taken 
upon recomputation. Thus, we see that 
every effort is made to give taxpayers 
the benefit of the doubt on contribu- 
tions deductions. 

Another unusual situation that de- 
velops under the section is reflected 
in the Frederico Stallforth case, 6 T. 
C. 140 (1946). In this case, the tax- 
payer received compensation in 1941 
for services performed over a period 
of five years, from 1936 through 1941. 
During the vears 1936 and 1937, the 
taxpayer was a non-resident within the 
meaning of Section 116 (a) of the Code, 
and reported no taxable income for 
those years. 

Now in seeking ai ailocation of in- 
come under Section 107, for the years 
1936 and 1937, taxpayer contended 
that the allocable income was not sub- 
ject to tax since he was a non-resident 
in those vears. The Court held that 
taxpayer could properly invoke the 
benefits of Section 107, but was liable 
for the allocable tax for the years 1936 
and 1937. 

One last point to be made relates to 
the question of the Statute of Limita- 
tions on a Section 107 recomputation. 
When income is allocable back to prior 
vears of service, if the earlier vears are 
closed by the Statute of Limitations, 
recomputation under the section does 
not open up the closed vears for any 
but a computational purpose. Income 
and deductions on the closed years’ 
return must be left as found. 
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ViI—Patent, copyright, etc. 

In a case where .the services per- 
formed under the section are for an 
artistic work or invention, the benefits 
vary somewhat from those for other 
services. The service must be per- 
formed over a period of thirty-six calen- 
dar months, and at least eighty percent 
of the compensation must be received, 
but the measure of gross income to 
which the eighty per cent is applied is 
the income received in the current tax- 
able year plus the gross income there- 
from in previous taxable years and the 
twelve months immediately succeeding 
the close of the taxable year. The allo- 
cation under this provision of the sec- 
tion is made ratably over that part of 
the period preceding the close of the 
taxable year, but not more than thirty- 
six calendar months. Gross income 
from an artistic work or invention 
which is subject to the capital gains 
tax is specifically excluded from the 
benefits of Section 107. 


VII—Back pay. 

Another special provision under the 
section relates to “back pay.” 

The requirements for relief are com- 
paratively simple to meet. Relief is 
available if the “back pay” received or 
accrued during the taxable year ex- 
ceeds fifteen per cent of the gross in- 
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come, including the “back pay”, for 
such year. It includes pay for services 
performed prior to the taxable year 
and which would have been paid prior 
to the taxable year except by reason of 
unusual circumstances. Pensions, re- 
tirement pay, bonuses, commissions and 
similar remuneration paid in the current 
year pursuant to the usual practice of 
the employer are not “back pay.” 

The provision is effective with respect 
to taxable years beginning after Decem- 
ber 31, 1940, and consequently applies 
not only to 1943 and subsequent years, 
but to all the years after 1940. It may 
therefore furnish a basis for refunds for 
1941 and 1942, 

In conclusion, it should be borne in 
mind that the privilege of invoking the 
benefits under Section 107 is optional 
with the taxpayer. It is a limiting and 
beneficial section to the taxpayer. If, 
therefore, we should go into a period 
of sharply declining tax rates, and tax- 
pavers should prefer not to allocate in- 
come back to the high tax rate war 
years, their returns would be filed on 
the basis of the lesser tax rate in force 
in the year of receipt. At present, the 
section is highly beneficial to those 
who come within its purview, and ac- 
countants would be wise to keep their 
eyes open to the opportunities for their 
clients under the section. 
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Are We Giving Away Our Capital 
Without Knowing It? 


(A Discussion of Replacement Depreciation ) 


By Mavrice E. Petouset, C.P.A. 


ae me start by asking what sounds 
like a foolish question. Is it worth- 
while, or even rational, to fight a bat- 
tle we know we cannot win, to put 
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forth all our energies in what we know 
must be a losing struggle? Think be- 
fore you answer. The greatest strug- 
gle, that for survival, is only postponing 
defeat. We know we cannot survive 
and must lose that battle in the end. 

Most of us are professing, religious 
people. No one would be bold enough 
to say he could or would ever succeed 
in living up to the full requirements of 
his religion. The painter or any other 
artist struggles all his life for artistic 
perfection. No matter what he does he 
knows he will never reach his goal. 
Examples could be multiplied indei- 
initely. Men live all their lives fight- 
ing and struggling for what they know 
is impossible. They face certain, ulti- 
mate failure with the most intrepid 
cheerfulness. 

If, therefore, I am advocating some- 
thing in which it is impossible to suc- 
ceed fully, in which the most brilliant 
successes contain the seeds of ultimate 
failure, there is no reason to doubt the 
necessity for the struggle nor the value 
or usefulness of the partial or interim 
results. 

The formation, use and eventual loss 
of capital follows certain well-defined 
laws and falls into fairly well-defined 
patterns. The crude, abstract view of 
capital as something used for produc- 
tive purposes which does not deterio- 
rate, or which is constantly renewed by 
its own operations, is theoretically 
plausible, demonstrably correct for a 
short term and completely fallacious 
for a long term or as a general prin- 
ciple. 

The outcry against strangling mo- 
nopolies, the pressure of enormous ag- 
gregations of capital and the concen- 
tration of wealth seems much less 


June 





























Are We Giving Away Our Capital Without Knowing It? 


important when we consider how tran- 
sitory these things really are. The Hud- 
son’s Bay Company is probably the 
oldest continuous business in the world. 
Yet it was organized as recently as 
1670. The enormous aggregations of 
capital represented by the Fuggers or 
the Medici have melted away. A busi- 
ness 100 years old is a rarity and the 
average life of an enterprise is much 
less than that. 

If this were not true, the whole 
world would probably be the property 
of a few Sumerian or Minoan families 
or it would belong to a small consortium 
of Babylonian or Chaldean banks. The 
state socialism of the Incas would be in 
successful, benevolent, and suffocating 
operation. A Chinese bank or two of 
900 or 1,000 B. C. would probably con- 
trol most of Asia. 

These things have not happened. If 
the crude theory of eternally preserved 
or self-renewing capital were true, they 
should have happened. What stopped 
them? Why did such financial institu- 
tions die, disintegrate and disappear ? 

For one basic reason: the ultimate 
end of all capital is to be lost. As 
Swinburne says, 

“Where even the weariest river” (of 
capital ) 

“Winds somewhere safe to sea.” (of 
loss) 

This is, perhaps, a sad picture. But 
the gloom is not unrelieved. A static, 
stratified and unchanging civilization 
is, without doubt, the most favorable 
to the preservation of capital for an in- 
definite period. It is also, to my mind, 
the dullest, most unproductive and most 
unsatisfactory in which to live. An 
Egyptian or Brahman stability is not 
attractive to the Western or European 
mind. 

Nevertheless, a management to which 
the savings of a group of investors has 
been entrusted has a responsibility for 
the use and preservation of this capital. 
If we concede that ultimate preserva- 
tion is impossible, what is the short 
range two or three life-time respon- 
sibility ? 


1948 


First, the preservation, so far as may 
be, of the economic capital of the en- 
terprise, and second, the earning of a 
fair return on that capital. 

The preservation of the monetary 
capital will generally be easy and the 
results of trying merely to maintain the 
monetary capital will be, first, illusory 
and, then, disastrous. 

In times of monetary stability the 
monetary and economic capital may be 
the same. The monetary and economic 
income may be so nearly alike as to be 
practically synonymous. This is an in- 
teresting historical fact, of no present 
practical significance. We have had 
nothing approaching monetary stabil- 
itv since the end of the first World 
War. Britain’s short-lived and abortive 
return to gold after that war was in- 
effective. We threw away the anchor 
in 1933 when the Supreme Court 
handed down a decision telling us con- 
tracts involving gold were meaningless 
and that gold and paper were equally 
valuable. 

If it is not sufficient to maintain 
the monetary capital of an enterprise, 
what is the duty of management? It is 
to maintain the economic capital and to 
earn an economic return on it. The 
economic capital is land, buildings, 
machinery, raw materials, supplies and 
all the physical and intangible property 
of the enterprise. 

It may be argued here that the 
management is maintaining this prop- 
erty. It is keeping it in repair and 
preserving it physically. It is, we hope, 
maintaining its inventory at its original 
investment cost and valuing its other 
assets on a similarly sound and con- 
servative basis. 

Sut, if this is all management is doing, 
it is hiding its talent in the earth. It 
is. an unprofitable servant. When the 
day of reckoning comes and the prop- 
erty must be replaced, the investors will 
say, ‘““Why can’t you replace it? Where 
is your reserve?” 

Management will say, “We have a 
full reserve for the cost of the asset.” 

The investors will say, “So what! 


441 





The New York Certified Public Accountant 


We thought you were preserving our 
productive facilities intact, not main- 
taining a series of monetary counters 
of varying and generally declining 
value. We are interested in keeping up 
our productive capacity, not in keeping 


rows ot figures on our books. 


Can the management keep its eco- 
nomic capital intact? Yes, even though 
penalized for it under our present tax 
laws. It is usually possible to estimate 
the reproductive or replacement value 
of property. To maintain it intact, 
money must be provided to replace the 
property when it is disposed of. The 
money must be provided on the basis 
of the price level current at the time of 
sale, dismantlement or other disposal. 

Basically, there is but one way to 
get this result. That is to set aside, 
each year, enough for depreciation on 
that year’s replacement value and to 
adjust the reserve to provide a total 
reserve proportionate to the exhaustion 
of useful life based on current replace- 
ment costs. 

The mechanics of such an adjustment 
are not difficult. The adjustment can 
be made within the frame of double- 
entry bookkeeping. Properly stated, 
there is no distortion of income, as the 
elements of replacement depreciation 
and reserve adjustment can easily be 
segregated and distinguished. 

On this point I am no crusader. I 
do not require racial equality between 
the pure, lily-white transactions con- 
summated in cash and the lesser breed 
of transacations which merely indicate 
the future results of past happenings. 
A little fiscal admixture can be toler- 
ated. The essential genuineness and 
nobility of these despised transactions 
will shine through the dark line below 
which they are placed. Some day they 
will step up into the favored precincts 
of the pure-blooded cash transactions. 

Meantime, they will act as the hum- 
ble, despised but ever-faithful guardians 
of the economic capital. When the di- 
rectors are considering ill-advised dis- 
tributions, these humble servitors will 
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remind them of the unwisdom of the 
proposition, 

Many directors are heeding these 
warnings. Some take the figures into 
the accounts for costs but not for cor- 
porate income. Some deduct them 
from surplus. Others call attention to 
the situation, sometimes showing a fig- 
ure by which depreciation is judged to 
be insufficient, sometimes by a mere 
notice that depreciation is insufficient 
for replacement. 

At present there is no tax relief for 
this situation. All income set aside for 
depreciation on replacement must pay 
tax. This is a levy on capital, not an 
income tax. A tax on income appar- 
ently realized by selling machinery pur- 
chased at low prices for high-valued 
dollars and sold on the basis of low- 
valued, depreciated dollars can repre- 
sent nothing other than an impairment 
of capital. When the machinery cannot 
be replaced by the money set aside we 
know we have been taxed on capital. 

This we cannot avoid. We can, how- 
ever, refrain from giving away our 
capital in the form of dividends and 
we can make it plain to every one that 
we are being forced to give our capital 
away to the government in the form of 
a disguised capital levy. 

Departures from the historical cost 
basis of recording fixed asset deprecia- 
tion are not yet recognized as falling 
within the scope of generally accepted 
principles of accounting. If and when 
these departures are recognized it 
should only be when they may be: 

(a) Based on data which can be objectively 

tested, 

(b) Consistently applied, 

(c) Based on assumptions the validity of 
which is not open to reasonable doubt, 
and 

(d) Where there is some measure of ac- 
ceptance of the method of making the 
departure from the cost basis by ac- 
countants and by government agencies 
concerned. 


Any method which does not fulfill 
all of these requirements, with the pos- 
sible exception of the last, can hardly 
be regarded as satisfactory because it 
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would not be susceptible to independ- 
ent audit and would not give any basis 
of comparison, either between different 
companies or between years for the 
same company. 

When we are considering departures 
from the cost basis for fixed assets, we 
must consider where we are going as 
well as where we came from. Many 
methods of departing from the cost 
basis are dangerous and undesirable. 
There is a considerable measure of 
agreement among businessmen and ac- 
countants that the rise in costs of build- 
ings, machinery and equipment raises a 
number of difficult problems in public 
relations, employee relations, finance 
and costs. Strangely enough, the change 
in price levels does not seem, on the 
surface, to raise any particular account- 
ing difficulties. We still know the cost 
of our equipment and can still calcu- 
late depreciation on the cost. When 
fixed assets are replaced, we adjust the 
fixed asset account and reserve for de- 
preciation and go ahead depreciating 
the new cost. Apparently, generally ac- 
cepted accounting principles have neatly 
and adequately taken care of every- 
thing. 

From a formal point of view, this is 
true. All the statements are literally 
correct on the basis of generally ac- 
cepted accounting principles. The diffi- 
culty is that in many cases they do not 
represent all the significant facts. If 
we are on some inventory method, 
LIFO, identification of specific con- 
tracts, retail method, or any other 
method which relates current cost to 
current sales, we are showing the sig- 
nificant facts, so far as materials and 
labor are concerned, but we are not 
doing this for depreciation. 

If we are charging into our costs 
depreciation on a plant built ten or 
fifteen years ago on the basis of its 
cost at that time, we are understating 
our costs and overstating our income 
on a current basis to the extent of the 
difference in the depreciation on the 
present value of the machinery and 
equipment and depreciation on its cost 
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at the time of acquisition. In some in- 
dustries this is negligible, in others it 
is serious. 

The steel, petroleum and meat pack- 
ing industries believe it to be serious 
and prominent units in other industries 
have given recognition to replacement 
costs in their accounts. Whether these 
costs have been objectively determined 
on satisfactory data is not certain but 
it is clear that the problem has been 
recognized and an attempt has been 
made to translate a solution into figures. 
Other corporations have indicated in 
their published statements that they 
recognized the seriousness of the situa- 
tion but were not yet prepared to use 
definite figures in their accounts. 

Anyone responsible for making a de- 
cision on the treatment of this problem 
must first decide whether he is pre- 
pared to adopt a method and follow it 
in periods of falling, as well as rising, 
prices. While this decision must be 
made, it may not be as difficult as it 
appears at first blush. The danger of 
a precipitous fall in construction and 
heavy manufacturing costs does not 
seem to be great. Decline in volume 
in some lines is possible, whether or not 
it is imminent, but it seems unlikely 
that the present level of hourly wage 
rates will be substantially reduced. 
Highly organized trades, such as those 
engaged in building construction, main- 
tained high hourly rates during the en- 
tire depression of the 30s even though 
employment was greatly reduced. There 
is little reason to believe that wage 
rates will be reduced in the foresee- 
able future, whether or not a recession 
in industrial activity takes place. 

If the price level remains substan- 
tially as it is there would seem to be 
little doubt that fixed assets of all sorts 
purchased in the past could be replaced 
only at a higher level. There is only 
one source of funds from which they 
should properly be replaced, namely, 
the payments of customers who receive 
the goods or services produced by the 
machinery. The man who uses ma- 
chinery purchased at a lower price level 
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should not be forced to pay higher 
taxes than the man who uses machin- 
ery purchased at the present level. To 
require higher taxes from the man us- 
ing the older and cheaper machinery is 
the practical equivalent of a capital 
levy. 

If our taxing system were based on 
some concept of current values, rather 
than on the general assumption that 
the value of the dollar never changes, 
some provision would be made whereby 
the depreciation deduction for the man 
operating an old machine, costing 
$1,000 at some time in the past, would 
be the same as that allowed the man 
operating a similar new machine which 
‘ost $2,000. Under generally accepted 
accounting principles, assuming that 
the price level remains constant from 
now on until both machines are worn 
out, it is evident that, considering pres- 
ures from government and_ stock- 
holders for distribution of stated income 
in taxes, wage increases and dividends, 
the man with the present $2,000 
machine could, without difficulty, have 
retained enough funds in his business 
to buy a new machine, whereas the man 
with the old $1,000 machine would 
have had great difficulty in doing so. 





This disparity in the depreciation 
deduction is something very like a capi- 
tal levy. It is, in effect, declaring that 
the value of the dollar at the time the 
man bought the cheaper machine is the 
same as the value of the dollar at the 
present time. This we know to be un- 
true and the forcible exchange of the 
old dollar for the new, brought about by 
the discrimination in depreciation rates 
between the two individuals, certainly 
has the effect of confiscating a part of 
the real, although not the monetary, 
capital represented by the old $1,000 
machine. Although this type of capital 
levy is, in effect, made against fixed 
monetary obligations and against other 
property and transactions, it does not 
reduce or mitigate the undesirability of 
discriminating against the owners of 
cheaper machinery bought at an earlier 
date in favor of owners of expensive 
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machinery purchased at the present 
time or recently. 


If we agree on the principle of pro- 
viding, in corporate and tax accounting, 
for replacement depreciation we will 
immediately meet another cry, that 
there is no way to arrive at an accurate 
figure. We are told that any figure 
for replacement would be a mere guess, 
The hobgoblin of a capricious and ill- 
informed management, wishing to dis- 
tort accounts on the basis of its whims, 
is paraded before us. We are told that 
there may be a problem but there is no 
solution and we had better forget the 
whole troublesome business. 


This is a fundamentally wrong ap- 
proach. The solution of the problem is, 
in most cases, neither quick nor easy 
but is quite within the bounds of pos- 
sibility. When property is bought and 
sold, when new values are set up when a 
company is purchased, when insurance 
claims are settled, all of these transac- 
tions must be carried out on the basis 
of replacement values. This being so, it 
certainly should be possible to arrive 
at replacement values for fixed assets 
sufficiently accurate to serve as a basis 
for financial accounts and for deprecia- 
tion. 


As a rule, all the data required for 
calculation of depreciation on replace- 
ment values are contained in the books 
of a company, except the information 
required to convert cost to a present 
value. This could be either an ap- 
praisal figure arrived at by appraisal 
methods or an index number for the 
class or group of asset being valued. 
Index numbers of this sort are not dif- 
ficult to arrive at. Not many would be 
required as there is considerable uni- 
formity in the rise and fall of prices 
in the groups of property generally 
classified as fixed assets. Many indus- 
trial companies now have in their en- 
gineering records much of the material 
necessary to provide such indexes. This 
could be used as a check against, say, 
some index prepared by a government 
bureau. A trade association or some 
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similar body could agree on indexes for 
different groups of machinery, equip- 
ment and other property. In any event, 
this information exists and it would not 
be a matter of great difficulty or ex- 
pense to put it into a form which would 
be useful and readily available. There 
are many difficulties of detail and it is 
probable that some new records would 
need to be kept. The nature and extent 
of the new records would vary with 
the tvpe of enterprise and type of ma- 
chinery and equipment in use. Space 
does not permit any discussion here of 
the mechanical difficulties but there is 
nothing impossible in solving them. 
Every first-class cost accountant, who 
acts in an executive capacity, has 
handled problems at least as difficult 
as these many times in his career. 

The time seems to have come for a 
clear and objective analysis and ap- 
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praisal of the elements involved in the 
problem of replacement depreciation. 
On the affirmative side we have had 
enough general discussion which serves 
merely to point out that there is a prob- 
lem and possibly also a grievance. On 
the negative side we have had enough 
advice to retreat into the apparent ease 
and simplicity gained by denying the 
existence or importance of the prob- 
lem. What we need now is to get down 
to cases. By this I mean studies of 
cases. We need some actual working 
out of specific problems and we need a 
clear, objective and unimpassioned 
statement of principles, of methods and 
of possible solutions. The problem is 
pressing and offers probably the great- 
est present-day challenge to account- 
ants, both those in public practice and 
those in executive positions with cor- 
porations, 
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Dairy Accounting Procedure Under the 
New York Milk Marketing Orders 


By Epwarp F. Nucto 


- uz Marketing Order issued by the 
Secretary of Agriculture of the 
United States regulating the handling 
of milk in the New York metropolitan 
area, and the concurrent Order, con- 
taining identical provisions, issued by 
the New York State Commissioner of 
Agriculture and Markets are instru- 
ments promulgated to effectuate the 
purpose of specific Acts of Congress 
and of the State legislature. They are 
designed primarily to carry out a sys- 
tem of payment to producers for milk 
delivered by them to plants subject to 
the provisions of the Orders. 

The subject of this discussion is not 
meant to imply that any system of ac- 
counting for the New York dairy in- 
dustry must be fundamentally differ- 
ent because of the Marketing Orders 
from what it would be if there were 
no such regulations. It may be true 
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that provisions of the Orders may in- 
fluence handlers and their accountants 
to place greater emphasis on some 
aspects of their accounting system than 
would otherwise be the case. For ex- 
ample, the attention of dairy account- 
ants would not be monopolized by the 
financial aspects of the control of costs 
or determination of profit or loss, but 
would also be carefully directed to the 
task of adequate accounting for prod- 
uct receipts and utilization. Each of 
these subjects is a necessary element 
of efficient dairy accounting whether 
Marketing Orders are in effect or not. 

Some of the activities regarding 
which provisions of the Orders may en- 
courage greater diligence as to ade- 
quacy of records are: transportation 
from plant to plant or to other destina- 
tions, warehouse storage of products 
and other types of inventories, specific 
butterfat tests and product weights, in- 
gredients used in manufactured prod- 
ucts, and details of money settlements 
with producers. Accountants familiar 
with the dairy industry know that all 
of these matters are.of essential con- 
cern to efficient management, regardless 
of Marketing Order provisions. 

Unlike some Government regula- 
tions, the New York Marketing Orders 
do not require a uniform system of ac- 
counting for the industry regulated. 
Therefore, it is not the purpose of this 
discussion to describe an official meth- 
od of recording the varied operations 
of dairy companies. 

The accounting procedure being re- 
viewed here is that contained in the 
Rules and Regulations issued by the 
Market Administrator to effectuate the 
classification provisions of the Market- 
ing Orders. When these Orders were 
first promulgated, effective September 
1, 1938, they contained no provision 
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for the publication of formal rules of 
accounting procedure. Although the 
Orders were amended from time to 
time, it was not until the amended Or- 
ders made effective on August 1, 1945, 
that such provision was made and Rules 
and Regulations were issued, Even 
then, the procedure prescribed did not 
constitute a novel ready-made system of 
accounting arbitrarily imposed by the 
Market Administrator without regard 
to time-honored principles of account- 
ing and established practices in the New 
York dairy industry. Neither did that 
procedure necessitate the abandonment 
of any sound internal system of ac- 
counting already being used by dairy 
companies. On the contrary, the rules 
of procedure were formulated on the 
basis of testimony and suggestions given 
in public meetings by accountants, 
economists, technicians and other ex- 
perts regularly employed by the dairy 
industry, by Federal, State and local 
Government bodies, including the 
Market Administrator, and by other 
interested parties. 

To a large extent, the accounting 
procedure which was adopted simply 
formalized and codified accounting 
practice already developed through ex- 
perience in administration of the Mar- 
keting Orders since their inception, 
which had been followed informally 
by both the industry and the Market 
Administrator. Of course, it was inevi- 
table that some of the procedure would 
be newly developed because of the ex- 
position of many operating problems 
at the public meetings and because 
of new provisions in the amendments 
to the Orders effective August 1, 1945. 
Thus, it is seen that the accounting pro- 
cedure prescribed pursuant to the terms 
of the Marketing Orders is nothing 
more or less than a means of applying 
knowledge of the trade and sound ac- 
counting principles to the complicated 
and changing ramifications of the 
dairy industry serving the New York 
metropolitan area so as to further the 
achievement of the purposes for which 
the Marketing Orders have been pro- 
mulgated and amended from time to 
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time. It may be well to review those 
purposes briefly and to indicate in gen- 
eral terms how the prescribed account- 
ing procedure serves them. 

For the scope of this discussion, it 
seems sufficient to say that the New 
York Marketing Orders are designed 
for a twofold purpose: to assure milk 
producers a minimum uniform return 
for their milk which truly reflects its 
market value, and to assure milk han- 
dlers that they shall be required to pay 
producers no more than the same mini- 
mum price for milk marketed for a 
given use that their competitors are re- 
quired to pay. The mechanism by which 
this is accomplished comprises: the 
pricing of milk to handlers in accord- 
ance with a system of classification 
broadly based upon use and the equali- 
zation of monetary returns among all 
producers. The latter of these is com- 
monly known as the equalization 
“pool.” With some important excep- 
tions, of greater interest to economists 
than to accountants, the monetary 
obligation of a handler to his own 
producers and to the pool fund relates 
to milk received from producers at 
any plant operated by him which is 
designated as a pool plant and is known 
as his “pool obligation.” 

A handler’s pool obligation is de- 
termined in the following manner: 

All milk received at his pool plant 
from producers, and all milk and milk 
products received there from other 
sources, are classified pursuant to de- 
tailed provisions of the Marketing Or- 
ders on the basis of information re- 
corded by the handler under his own 
accounting system. Broadiy speaking, 
this classification is based upon the 
utilization of the milk or milk products 
either at the handler’s pool plant or at 
some other plant to which they are 
shipped. Since a handler ordinarily is 
obligated financially under the pool only 
for the milk received at his pool plant 
each month from producers, milk and 
milk products received from other 
sources must be eliminated from the 
classifications at his plant before his 
pool obligation can be determined. The 
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method of making that elimination, to- 
gether with assignment of plant loss, 
is one of the chief features of the ac- 
counting procedure set forth 1 
Rules and Regulations which will be 
reviewed later. Following the elimina- 
tion of receipts from other plants, the 
handler’s pool obligation is computed 
by the application of the appropriate 
class prices to his producers’ milk in 
the several classifications. 

The pool obligation of each handler 
for the month is combined with that 
of every other handler to determine the 


total value of the milk of all pool 
handlers in all classifications. That 
total value is then divided by the total 
quantity of milk received at all pool 
plants from producers to determine the 
average value of their milk. This 
average is announced by the Market 
Administrator as the minimum uniform 
price per hundred-weight to be paid 
by every handler to his producers, sub- 
ject to certain location and butterfat 
differentials. If the pool obligation of 
a handler is greater than the amount 
he is required to pay producers at the 
uniform price, the remainder of his 
obligation must be paid into the pool 
fund operated by the Market Adminis- 
trator. If the reverse is true, the 
handler receives a payment from the 
pool fund which, when added to the 
amount of his pool obligation, enables 
him to pay his producers the same 
minimum price as that received by 
producers from other handlers. This 
description shows in very brief and 
simple fashion how the New York 
Marketing Orders operate so that each 
producer in the pool receives a uniform 
price reflecting the value of all pooled 
milk rather than the claimed utiliza- 
tion value of his particular milk, and 
so that each pool handler is on an equal 
footing with every other pool handler 
as to the minimum price he must pay 
for milk assigned to the same classifica- 
tion. 

Attention may now be directed to 
the Rules and Regulations issued by the 
Market Administrator. It is important 
to note that these rules are drawn 
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within definite limits prescribed in the 
Marketing Orders themselves. They 
are arranged in a number of sections 
which contain, among other things: 

Definitions of products named in the 
Marketing Orders. 

Procedure for allocating receipts of 
butterfat in milk and milk products for 
classification purposes. 

Allowances for plant loss. 

Factors for converting various units 
of volume into weights. 

Tables of butterfat tests and prod- 
uct weights to be used in the absence 
of specific tests and weights. 

Procedure for handling inventories. 

Procedure for allocating various 
classifications between butterfat and 
skim milk which is pooled and butter- 
fat and skim milk which is not pooled. 

Provision for the assignment of 
classifications among pool plants at the 
option of the handlers involved. 


Many other details are also covered, 
including methods of determining but- 
terfat in specific products and the treat- 
ment of butterfat in by-products. 

While accountants whose work re- 
quires knowledge of the Marketing Or- 
ders should be conversant with all the 
Rules and Regulations, the rules for 
allotting classification to particular re- 
ceipts of milk and milk products are of 
primary interest for the purpose of this 
discussion. 

If every plant at which classification 
is to be determined received only fluid 
milk direct from pool producers and no 
milk or milk products from other 
sources, the problem of classification 
procedure would be simple indeed. In 
an industry as vast and varied as the 
dairy industry serving the New York 
market, a rather complex procedure is 
required because of the many types 
of inter-plant transactions. 

Because each handler normally is 
obligated to the pool only on the basis 
of the classification of milk received at 
his pool plant from his own producers, 
some method must be used to determine 
which classification at his plant shall be 
assigned to his own producers’ milk 
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and which shall be assigned to milk and 
milk products received from other 
sources. This determination is made by 
the process of assigning the various 
types of product received to products 
utilized or to plant loss. 

Before the assignment of products re- 
ceived to products classified, the rules 
procedure provides first for a recon- 
cihation of total receipts and disposi- 
tion. This is done by scheduling all 
products in opening inventories and re- 
ceived at the plant. Next, the products 
utilized and remaining in closing inven- 
tories are tabulated. Plant loss is then 
determined and a balance of receipts 
and utilization is thus achieved. Prod- 
ucts leaving the plant and in closing in- 
ventories are classified pursuant to the 
provisions of the Marketing Orders. 
pening inventories and receipts are 
then allocated against the butterfat in 
the several classifications in a sequence 
which is specifically detailed in the 
Rules and Regulations. As this alloca- 
tion or assignment proceeds in sequence, 
plant loss is distributed among the same 
classifications applicable to products 
leaving the plant or remaining in inven- 
tory within specified limits related to 
the various plant operations involved. 

The assignment of receipts begins 
with the assignment of butterfat re- 
ceived in the form of products that can 
be used in the manufacture of the least 
number of other products and ends with 
the assignment of milk, which is the 
product that can be used in the manu- 
facture of the greatest number of other 
products. The assignment of butterfat 
receipts to utilization and plant loss fol- 
lows certain general principles. The 
first of these is to assign butterfat re- 
ceived in a given form to butterfat which 
leaves the plant in like form. For ex- 
ample, butterfat received in the form of 
butter is allocated to butterfat leaving 
the plant in the form of butter before 
any is assigned to products leaving the 
plant in any other form. The second 
principle is to assign remaining butter- 
fat received in a particular form pro 
rata to butterfat leaving the plant in the 
form of products which could have been 
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manufactured from butterfat -received 
in that specific form. The process of 
assigning opening inventories and re- 
ceipts of butterfat to products utilized 
and to plant loss continues in this man- 
ner until all butterfat received from 
other plants is eliminated. There will 
then remain only the milk received at 
the plant from the handler’s own pro- 
ducers. This milk is naturally assigned 
to the classification of the remaining 
products and plant loss. 

3efore proceeding with the calcula- 
tion of his pool obligation, the handler 
must give attention to other parts of the 
Rules about which a brief comment may 
be helpful. Milk, cream, plain con- 
densed milk, frozen desserts or homo- 
genized mixtures, and skim milk may 
each fall into more than one price classi- 
fication. The Marketing Orders pro- 
vide that classification of any of these 
products which is based upon their dis- 
position in the metropolitan marketing 
area shall have assigned to it such prod- 
ucts which originated from milk re- 
ceived from producers at pool plants 
before products not so originating are 
assigned to such classification. This 
provision gives recognition to the fact 
that a pool plant in most cases is ap- 
proved by the governing health author-° 
ities as a source of such products for 
shipment to the marketing area ; where- 
as, a non-pool plant is usually not so 
approved. The Rules and Regulations, 
therefore, call for the assignment of 
these products from pool and non-pool 
sources to the proper classifications in 
conformity with this provision of the 
Marketing Orders. The Rules also pro- 
vide for the allotment of established 
classifications among pool plants at the 
option of the handlers involved in inter- 
plant transactions. In this way handlers 
may avoid the assignment of a number 
of classifications to each of several pool 
plants from which the same kind of 
product has been received and may thus 
minimize the details of settlement be- 
tween handlers. The effect on the pool 
of the exercise of this option is merely 
to transfer the value of milk in a given 
classification from one pool plant to an- 
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other. Comments on many other details 
of the procedure and of certain rules 
dealing with complicated situations en- 
countered only at very few exceptional 
plants have been purposely avoided in 
order that special considerations might 
not obscure the essential structure of 
the Rules and Regulations. 

After following the procedure that 
has been described, each handler is in a 
position to calculate the pool obligation 
for each pool plant he operates. This 
calculation must be reported each 
month, in summary form, to the Market 
Administrator who uses it to compute 
the minimum uniform price payable to 
all producers as described earlier. These 
reports are subject to audit verification 
by the Market Administrator. A han- 
dler’s pool obligation determined on the 
basis of such audit is computed by the 
Market Administrator in accordance 
with the same Rules and Regulations 
that the handler is required to follow. 
If the pool obligation is revised because 
of audit, an adjustment is made by pay- 
ment by the handler to the pool fund or 
by payment from the fund to the 
handler. 

The causes for adjustments to han- 
dler’s pool obligations following audit 
are difficult to classify. Minor adjust- 
ments often result from errors in report- 
ing to the Market Administrator. Some 
adjustments stem from the indifference 
of some handlers with regard to the 
Rules and Regulations, or more often, 
their lack of understanding of the pro- 
visions of the-Marketing Orders or the 
Rules and Regulations. There is, of 
course, some genuine difference of con- 
cept as to the meaning of some provi- 


sions. Other adjustments are accounted 
for by the fact that some members of 
the dairy industry are not immune from 
the urge to test the alertness of the 
Market Administrator. To some extent 
audit adjustments are the inevitable re- 
sult of the necessarily rigid adherence by 
the Market Administrator to the Rules 
and Regulations, even when handlers 
plead extenuating circumstances or 
argue for less literal application of the 
particular rule involved. 

It should be noted that the Market- 
ing Orders provide that the Rules and 
Regulations may be amended promptly 
at the request of any handler who can 
show in a public meeting that such 
amendment is justified and not out of 
harmony with the provisions of the 
Marketing Orders. In fact, a number 
of such amendments have already been 
made effective. Thus, within the limits 
of Marketing Order provisions, han- 
dlers have the opportunity to help for- 
mulate and amend Rules and Regula- 
tions to give effect to the terms of 
Marketing Orders under which both 
handlers and producers can enjoy or- 
derly marketing of milk and milk prod- 
ucts while serving the consumers in the 
New York metropolitan marketing 
area. 

As to the role of the accounting pro- 
fession in this activity, the experience 
of the Market Administrator indicates 
that by acquiring the necessary knowl- 
edge of the Marketing Orders and the 
Rules and Regulations, public account- 
ants can render valuable service to the 
New York dairy industry with credit to 
themselves and their profession. 
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Accounting for the Dairy Industry 


By Leo A. ZEIzEL, C.P.A. 


EDERAL and State marketing orders 

have had a profound effect upon 
dairy industry accounting. It is only 
when there is a complete realization of 
the complexities of the marketing or- 
ders, from both an accounting and eco- 
nomic standpoint, that there can be any 
real understanding of the problems of 
the dairy industry today in its present 
highly specialized form. 

The New York Metropolitan Milk 
Marketing Area is regulated by Federal 
Order #27 and New York State Order 
¥126. These orders are identical and are 
jointly administered by the Federal and 
State Governments. The office of the 
Market Administrator is the agency 
that has been established to administer 
the provisions of the order. 

It would be well for the accountant 
who practices in the dairy industry to 
familiarize himself with the economic 
background and problems that con- 
fronted the industry. These problems 
finally led to the promulgation of the 
marketing order as the best possible 
solution. Generally speaking, I would 
say that the most important purpose 
which the order seeks to achieve is 
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stabilization of the dairy industry. This 
is effected by insuring that all dairy pro- 
ducers receive the same basic price for 
their milk, in any one particular month, 
regardless of the plant to which it was 
delivered, and regardless of the use to 
which the milk was put by the handler. 
This, coupled with the classification and 
equalization provisions of the order, 
under which all handlers must pay an 
equal class price for milk, which varies 
with the utilization of this milk, brings 
about a strong degree of stabilization 
in the industry. 

Before the advent of the marketing 
order New York State had some rather 
bitter experiences with milk strikes 
staged by producers and price wars 
staged by handlers, both accompanied 
by violence and needless waste and de- 
struction. These situations were usually 
caused primarily by the seasonal varia- 
tion of milk production in the New 
York milk-shed. In the months from 
April until June, known as the flush 
period, there is almost one and one-half 
times as much milk produced than dur- 
ing the normal months. Conversely 
there is also a dry period, in the late 
fall months, during which the milk pro- 
duction of the average dairy herd is 
greatly diminished. These seasonal 
fluctuations in supply brought about 
months of surplus milk and months of 
extreme shortage in the market. This 
unhealthy condition led to price cutting 
and competitive bidding and too often 
embittered relations between producers 
and handlers, to the detriment of the 
market as a whole. Under the provi- 
sions of the order each producer re- 
ceives the same basic price for milk, ex- 
cept for certain differentials such as 
butterfat, location, etc., and all handlers 
are required to pay the same basic price 
for milk utilized in the same class. 

In recent years, and especially dur- 
ing the last war, milk production was 
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hardly sufficient to meet the needs of 
the market. This resulted in a condition 
in which many handlers paid the same 
furm price to producers plus a 
premium. The order merely fixes the 
minimum price to be paid producers 
and does not set any ceiling. Thus, com- 
petition was fairly keen again among 
handlers who sought renewal of pro- 
ducer contracts each year. 

Under the Order, milk is classified 
according to its use and is pooled bv the 
handler at the plant where the milk is 
received from producers. There are ap- 
proximately 12 classifications for whole 
milk classified on a butterfat content 
basis, and 2 classes for skim milk. For 
example, 


basic unit 


lass [A is milk used for fluid 
consumption, and Class IVA is milk 
used for butter. Some of the other clas- 
sifications are ice-cream, condensed 
milk, cheddar cheese, milk powder, etc. 

Each month the market administrator 
announces the price to be paid by han- 
dlers for each class of utilization. Many 
of these prices are computed according 
to formulae established in the order. To 
illustrate, the Class IVB price (ched- 
dar cheese) is based on quotations from 
the Wisconsin Cheese Exchange. Fur- 
ther the class IA price is based upon the 
price of 92 score butter in the New 
York wholesale market. Most of these 
class prices are not announced until the 
Sth day of the next month and so here, 
indeed, is a fertile field for the account- 
ant to watch trends in the various dairy 
commodity -markets throughout the 
country and to be able to predict with 
some degree of certainty class prices so 
that costs can be predetermined and, 
also, so that sales prices of certain 
manufactured dairy products can be 
safely set in view of the competitive 
market which frequently exists. The 
accountant in order to do this must meet 
at least the following requirements: 


1) thoroughly understand the Or- 

der ; 

2) be 
nical problems of 
manufacture, and di 
and 


familiar with the basic tech- 
production, 
stribution : 


~ 
JAX 
bo 


3) be able to interpret the Order in 
the light of the operations of hi 


particular client. 





Each month, the handler reports to 
the administrator the receipt and dis- 
position of milk at his plants. In these 
reports the handler claims certain classi- 
fications based upon his particular utili- 
zation. The preparation of these reports 
is often a difficult and painstaking task, 
especially where a manufacturing coun- 
try plant is under consideration. To as- 
sist the handler in the preparation of 
these reports and to make for uniform 
accounting procedure, the Market Ad- 
ministrator has promulgated a set otf 
Rules and Regulations setting forth the 
specific steps to be followed in filing 
these reports. The Rules and Regula- 
tions, which became effective in October, 
1945, set forth the procedure to be fol- 
lowed by handlers in accounting for the 
receipt and disposition of butterfat and 
butterfat products and in reporting to 
the Market Administrator. Any general 
discussion of Rules and Regulations at 
this point would serve no purpose, inas- 
much as the rules are to be applied only 
in the light of a particular problem. 
What can be said is that the Rules 
standardize the procedure to be em- 
ployed in allocating plant loss and over- 
age of butterfat. The steps to be fol- 
lowed are specifically set forth therein. 
The administrator employs a large staft 
of auditors who periodically examine 
the records of the handlers to determine 
among other things whether the classi- 
fications have been correctly reported. 
It cannot be too strongly stressed that 
the burden of proof in establishing the 
classification of milk received from pro- 
ducers rests squarely upon the handler 
receiving this milk. In the absence of 
records considered adequate by the 
Market Administrator, milk can be re- 
classified upon audit as Class IA and 
Class ITA, rather than lower classes in 
which the milk may have been used. 
This might unduly penalize the handler 
who does not have proper records. Here 
again the accountant must shoulder the 
responsibility of insuring that the 
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are maintained not only 
from the financial standpoint of infor- 
mation to management, but also to the 
satisfaction of the Market Ad ver vein 
tor. At least the following records mus 
be maintained in the city and country 
plants : 

1) Complete records of milk receiv Nb 
daily from producers a th 
sources, 

Licensed butterfat test records. 
Daily records of plant operations, 
especially at manufacturing plants 
showing products used, products 
manufactured, and butterfat tests. 
records. 


proper records 


bo 


On 


Complete inventory 
Adequate sales and transportation 
records. 


ra ots. 


records reflecting pay- 
for mille re- 


6) Accurate 
ments to producers 
ceived. 


Each product manufactured involves 

specific problems that are too lengthy 
and detailed to be considered adequately 
within the limits of this paper. 
a great need today 
for accountants in the dairy industry 
who are equipped with the proper 
knowledge and understanding to apply 
and interpret the principles of the mar- 
keting orders. Accounting for the dairy 
industry has become so highly special- 
ized that only a long process of educa- 
tion and field work can adequately equip 
the accountant to view the entire indus- 
trv in the proper perspective. 


Chere is indeed 


BUY BONDS TODAY! 
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Conducted by BENJAMIN Harrow, C.P.A. 


The Optional Deduction 

This is radically different from the 
standard deduction permitted under the 
federal law. The standard deduction is 
based upon adjusted gross income. 
There is no similar concept under state 
law. The optional deduction is based 
upon gross income. The return ‘(en 
201) clearly indicates that the optional 
deduction, if claimed, is in lieu of all 
deductions including business deduc- 
tions and deductions from gross rents. 
Under the federal law the standard 
deduction is in lieu of all deductible 
personal expenditures. Under the op- 
tional deduction no distinction is made 
between business expenses and personal 
expenses. 

One of our members asks whether 
expenses paid for which a taxpayer is 
reimbursed would be allowed as a de- 
duction if the taxpayer uses the optional 
deduction. At line 21 a taxpayer re- 
ports the amount received as compen- 
sation (column “c’’) and this includes 
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amounts representing reimbursement of 
expenses. Column “d” is an enumera- 
tion of expenses paid and column “e” 
is the net amount. It is the opinion of 
this writer that the reimbursement of 
expenses in no sense represents gross 
income, even though the taxpayer is 
required to report this on the return. 
The expenses paid in such a case are 
not expenses of the taxpayer, but rathe 
the expenses of the employer. The 
situation is like the repayment of a loan 
or advance made by the employee for 
the employer. If this analysis is cor- 
rect, then the optional deduction may 
be taken even though expenses paid are 
claimed as a reduction of (not deduc- 
tion from) the amount received as com- 
pensation. 

Perhaps the situation is legally dif- 
ferent if a taxpayer-employee receives 
a stated amount as compensation and 
this amount is intended to include some 
reimbursement of expenses. In_ this 
case the expenses paid would not be 
allowed as a deduction if the optional 
deduction were elected. In substance, 
both taxpayers are receiving a reim- 
bursement of expenses, but the form in 
which the reimbursement is being ac- 
complished creates different legal re- 
sults. 

The nature of reimbursement of ex- 
penses has come before the courts in 
connection with the treatment of income 
received for services rendered over a 
period of thirty-six months CRG. 
Sec. 107). If more than 80% of the 
compensation for such services is re- 
ceived in one taxable year the tax on 
such income may not exceed what it 
would have been if the compensation 
had been received ratably over the pe- 
riod during which the services were 
rendered. In one case an attorney had 
received an advance payment from his 
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client to cover costs and expenses of 
litigation. Having won the case after 
working on it for more than thirty-six 
months, the attorney received a fee 
which he treated as Section 107 income. 
If the advance payment were construed 
as the receipt of income then the fee 
received in the later year would not be 
eligible for treatment under Section 
107 because it would be less than 80% 
of the total compensation (the advances 
for costs plus the actual fee). The 
court held that the advance payment 
was not received by the attorney under 
a claim of right and hence was not in- 
come. It was something for which the 
attorney was accountable to the client. 
Costs and expenses incurred on behalf 
of a client for which the attorney is 
to be reimbursed represent a loan or 
advance to the client. The payment is 
thus not a receipt of income but rather 
a repayment of a debt. If the advances 
for such costs and expenses are not 
repaid the attorney may have a taxable 
deduction under the bad debt provi- 
sions of the law. 


The Optional Deduction— 
Other Aspects 


One member points out that under 
the present law a non-resident, too, may 
claim the optional deduction but that 
before this provision in the law, a non- 
resident could deduct only those items 
which were incurred in connection with 
income earned in New York. Our 
member would like to know whether 
the latter limitation has been changed. 

The answer is no. The provision 
with respect to the optional deduction 
is applicable to all taxpayers, resident 
or non-resident. The New York legis- 
lature could not do otherwise. Under 
Article IV, Section 2, of the Federal 
Constitution (the equal privileges and 
immunities clause), citizens of the 
United States must be accorded the 
same treatment by a state under its tax 
laws. The 1919 income tax law of our 
state was held to be unconstitutional in 
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so far as it granted a personal exemp- 
tion to residents but did not grant such 
an exemption to non-residents.“ In 
1920, the legislature removed this ob- 
jection. 

With respect to the optional deduc- 
tion the non-resident is given the iden- 
tical privilege that the resident receives. 
If the actual business and personal de- 
ductions of a non-resident permitted 
by the statute exceed the optional de- 
duction he will not elect the optional 
deduction. Viewed from another angle 
the optional deduction introduces a 
legal presumption that the actual allow- 
able business and personal deductions 
of all taxpayers, resident and non-resi- 
dent, are at least $500. 


The Optional Deduction— 
Husband and Wife 


Two questions were asked at the 
April 6th meeting on the limitation of 
the optional deduction to $500 between 
husband and wife. 


Question 1: Assume that the tax- 
payer was married on December 31, 
1947, and that he and his spouse desire 
to file separate returns, each claiming 
a personal exemption of $1,000. They 
desire to claim the optional deduction. 
Are they still limited to $500, even 
though they were married on the last 
day of the taxable year? 

It is our opinion that they would be 
limited to $500, which could be divided 
between them as they desired. There 
is no provision for a proration of the 
optional deduction as there is in the 
case of the personal exemption and 
credit for dependents. Their status on 
the last day of the taxable year makes 
them subject to the $500 limitation. 

Ouestion 2: Under the Internal 
Revenue Code the standard deduction 
is denied to one spouse where the other 
spouse itemizes his deductions. Does 
the state law differ from the federal 
law in this respect? Is it the optional 
deduction or the itemized deductions 
that will be disallowed? 


(1) Travis vs. Yale & Towne Mfg. Co., 252 U. S. 60 (1920). 
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At the meeting it was the opinion of 
Harold Bischoff that a wife, by taking 
the optional deduction on a separate 
return, might prevent her husband from 
itemizing his deductions. 

Phe Tax Law, Sec. 360, reads in part, 
as follows: 

“In the event separate returns are filed 
by them (husband and wife), no such de- 
duction (optional deduction) shall be al- 

lowed unless both elect such deduction, 
sae 


* 


Also Regulation, Art. 111-b, reads: 

“If separate returns are filed by them, 
the optional deduction will be allowed only 
if both elect to claim deductions on such 
~ptional basis * * *,” 


It would seem, therefore, that if one 
spouse itemizes his deductions, the 
other must do so also just as under the 
federal law. 


Franchise Tax Report for Business 
Corporations—Form 3 CT 
Calendar year corporations taxable 

under Article 9A and also corporations 

with fiscal years ending July 31, Au- 
gust 31, September 30, October 31 and 

November 30 will file their franchise 

tax returns by May 15, 1948. If the tax 

is based upon entire net income the rate 
is 414%. The computation of entire net 
income starts with net income as re- 
ported on the federal return and, in 
fact, page 1 of Form 3 CT is a copy in 
part of the items of income and deduc- 
tions shown on the federal return. 
For franchise tax purposes adjust- 
to federal net income must be 
made by way of inclusions and exclu- 

Among the deductions is item 

27, interest, dividends, and capital gains 

from subsidiary capital. Such items 

have been included in income at items 

7. 8 12a, 12b and 13. Section 208 

(9)(a)(1) provides that entire net in- 

come shall not include income, gains 

and losses from subsidiary capital. 

Hence such income is eliminated as a 

deduction at item 27. 

Sec. 208 (9)(a)(2) provides that 

entire net income shall not include 50% 

of dividends other than from subsidi- 


ments 


sions. 
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aries. Hence such dividends shown in 
income at item 13 are eliminated at 
item 30 as a deduction. 

Added to net income at item 33 is 
interest on federal, state and municipal 
obligations to the extent that they have 
been excluded as non-taxable for fed- 
eral income purposes. There is no tax 
immunity for such interest since Arti- 
cle 9A is a franchise tax on the right 
to be a corporation or do business as a 
corporation, and entire net income is 
merely a measure of the tax on such 
right. 

Item 34 adds back to income the in- 
terest paid on indebtedness to stock- 
holders or members of their immediate 
families, including subsidiaries of a cor- 
porate stockholder owning in excess of 
5% of the capital stock of the corpora- 
tion. The amount added back is the 
total interest less 10% or $1,000, which- 
ever is larger. This is in accordance 
with Sec. 208 (a)(b)(5) of Article 
9A and was intended to discourage 
capitalization of corporations through 
interest bearing obligations. 

At item 35 any deductions claimed 
which were directly attributable to sub- 
sidiary capital such as losses, bad debts 
or carrying charges are added back to 
income. This is so for the reason that 
subsidiary income is exempt from tax 
and applicable deductions should like- 
wise be excluded. 

A special adjustment is required with 
respect to the deduction for the New 
York Franchise Tax. There is first 
added back to income at item 37 the 
tax computed on the basis of the period 
covered by the report. At item 39 a 
deduction is then taken for the fran- 
chise tax based upon the previous vear’s 
report. This is in accordance with Sec. 
208 (9) (f). 

The result of the above adjustments 
is shown at item 40 as entire net income 
subject to the 414% tax. 


Franchise Tax—Sales Factor 

(a Correction) 

In the May issue we called attention 
to a bill adopted by the legislature and 
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signed by the Governor which dealt 
with the concept of place of receipt or 
acceptance of an order. In our com- 
ment we quoted from the original lan- 
guage of the bill that was introduced 
in the legislature. Our attention has 
been called to the fact that the original 
language in the bill was amended and 
that the language finally adopted reads 
as follows: 
“and for purposes of this clause an 
order shall be deemed received or ac- 
cepted within the state if it has been 
received or accepted by an employee, 
agent, agency or independent con- 
tractor chiefly situated at, connected 
with, by contract or otherwise, or 
sent out from a permanent or con- 
tinuous place of business of the tax- 
payer within the state.” 


The final bill is more favorable to 
the taxpayer for the reason that the 
language is more general. The more 
specific language contained in the origi- 
nal bill indicates what the Commission 
had in mind in suggesting this amend- 
ment to Section 210, paragraph 3 (2) 
(B). Even though the latter language 
was not finally adopted by the legisla- 
ture, it is some indication of how the 
Commission may wish to interpret the 
language as finally approved. 


Franchise Tax—Entire Net Income 

Plus Compensation Basis 

Last month reference was made to a 
new provision in the law affecting the 
tax under Article 9A measured by en- 
tire net income plus compensation. The 
measure of the tax was not clearly ex- 
pressed and it has been suggested that 
we make some further reference ta this 
alternative basis for the computation of 
the franchise tax, particularly since the 
return itself does not provide any space 
for making the computation. 

The tax is measured by entire net 
income plus all salaries and other com- 
pensation paid to elected or appointed 
officers and also compensation paid to 
any stockholder owning more than 5% 
of the issued capital stock. 
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From the total so computed a deduc- 
tion is taken of $15,000 or, if the return 
is for a period of less than twelve 
months, a proportionate part of $15,000 
depending upon the number of months 
covered by the return. 

30% of this balance is the basis of 
the tax to which the 4%4% rate is 
applied. 

If the corporation shows a net loss 
for the year, the measure of the tax 
would be the includible salaries and 
compensation minus $15,000 and minus 
the net loss multiplied by 30%. 


The Franchise Tax Deduction 

Again 

In the February issue of the State 
Tax Clinic (pp. 147 and 148) we con- 
sidered the question of when to take 
the deduction for an additional fran- 
chise tax paid in 1948 and applying to 
the base and privilege year 1945. On 
the basis of our analysis of the law and 
regulations, we said that the additional 
franchise tax for the year 1945 was 
deductible only in computing the fran- 
chise tax for the year 1946 and that 
the taxpayer would be obliged to file an 
application for revision of the 1946 
franchise tax return to correct the de- 
duction taken when the return was 
originally filed. 

Our attention has been called to a 
letter sent by the Tax Commission to 
one of our members stating that in a 
situation such as we are considering the 
deduction for the additional franchise 
tax paid in 1948 is deductible in 1949. 
We learn that under date of January 
13, 1948, the Commission issued an 
office ruling to that effect. This treat- 
ment is not in accord with the law but 
is an attempt to simplify the procedure 
with respect to additional franchise 
taxes paid currently for prior years. 


Joint Returns 


Charles Meyer calls our attention to 
what he thinks is a serious defect in the 
tax return, Form 201. He points out 
that Question 5 refers to a spouse’s 
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separate income but is silent where the 
other spouse has no separate income but 
does have separate deductions. The 
question reads, “Did your wife (or 
husband) have separate income? If so, 
is such income included in this return?” 
Charlie would like to know if a joint 
return may be filed where the other 
spouse has only deductions but no in- 
come. 

Section 367 of the law reads in part, 
“In the case of a husband and wife liv- 
ing together the income of each even 
though one has no gross income or 
capital gain may be included in a single 
return made by them jointly, in which 
case the tax shall be computed on the 
aggregate income, and the liability with 
to the tax shall be joint and 
several,” The wording of the law, even 
though the term deductions is not spe- 
cifically mentioned, may be interpreted 
to mean that the income may be a nega- 
tive income. 

Charlie is also disturbed because the 
form makes provision for only one sig- 
nature. In preparing returns Charlie 
changes question 5 by striking out the 
word income and inserting the word 
deductions. In addition he has the re- 
turn signed by both spouses. In any 
subsequent revision of the form the 
State Tax Commission should consider 
the advisability of clarifying question 5 


and making ample provision for two 
signatures where a joint return, carry- 
ing with it.a joint and several liability, 
is filed. 


respect 


Splitting Income 

On April 2, 1948, Congress passed a 
new tax law over the veto of the Presi- 
dent. One feature of the new law intro- 
duces a radically new principle. It al- 
lows husbands and wives in all states 
to split the family income equally for 
tax purposes. Behind this principle is 
the fact that in community property 
states taxpayers have always been per- 
mitted to do this. It seemed inequitable 
to give taxpayers in those states a tax 
advantage not enjoyed by taxpavers in 
other states. If the principle is sound 
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for federal tax purposes it would seem 
to be equally sound for state tax pur- 
poses. 


Each year the Tax Commission 
initiates legislation to correct or revise 
existing tax laws. This editor would 
urge the Commission to consider the 
introduction of legislation permitting 
the splitting of family income for state 
tax purposes. 


The new federal tax law amends the 
estate tax law by allowing a marital 
deduction from the gross estate up to 
fifty per cent of the gross estate less 
certain deductions if such property 
passes to a surviving spouse. This pro- 
vision is an extension in the estate tax 
field of the principle of splitting in- 
come. It is suggested that a similar 
provision be introduced in our estate 
tax law and that this too be initiated 
by the State Tax Commission. 


Deduction for Federal Excise Taxes 


At our recent special meeting on 
New York personal and unincorporated 
business taxes one member wanted to 
know if federal excise taxes are deduc- 
tible as personal expenses. 


Section 360(3) of the law provides 
that taxes imposed by the authority of 
the United States are allowed as de- 
ductions, The Regulations (Art. 141) 
add that to be deductible the provisions 
of the statute imposing the tax must 
expressly impose the tax against the 
taxpayer seeking the deduction. For 
example the 20% tax on furs and fur 
articles, jewelry and luggage are all re- 
tailers’ excise taxes and are imposed 
upon the seller not the consumer. 
Hence the latter could not deduct these 
excise taxes. To the seller they are 
deductible either as taxes or as busi- 
ness expenses. 


The federal rule is different. Begin- 
ning after December 31, 1943, federal 
import duties and federal excise and 
stamp taxes are not deductible except 
as business expenses. 
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Deduction for Life Insurance 

Premiums 

Under Sec. 360 (16) premiums paid 
with respect to any life insurance policy 
upon the life of the taxpayer are de- 
ductible in an amount not exceeding 
$150. A member would like to know 
what deduction is allowed on a joint 
return where the husband has spent 
$150 for life insurance, the wife $100 
and the wife has no income. A joint 
return combines the income and deduc- 
tions of two taxpayers. The wife has 
a deduction of $100 for life insurance 
premiums which may be combined with 
the $150 of deductions for the husband, 
or a total of $250 on a joint return. In 
a release of the Tax Commission under 
date of March 18, 1943, a somewhat 
similar question was similarly answered. 


Optional Deduction Again 


At the April 6th meeting on state 
taxes this new provision in the law was 
extensively treated by Harold E. Bisch- 
off. During the question period one 
member posed this question. A com- 
mercial artist, resident in New Jersey. 
carried on a business in New York. 
His New York gross receipts are 
$7 400; expenses, $3,500; net income, 
$3,900. May he take the 10% optional 
deduction on $3,900, or is his optional 
deduction $500 which must be in lieu 
of his expenses of $3,500? 

As indicated in our comments in an 
earlier paragraph the optional deduc- 
tion, if taken, would be $500 but the 
taxpayer would thereby give up the 
right to take the deduction of $3,500 
for his business expenses. 


Personal Exemption 


Question: H, a resident, married W, 
a resident, on December 20, 1947. W 
had no income during 1947. H’s net 
taxable income is above $2,000. May 
a joint return be filed and what is the 
personal exemption ? 

If the spouses are married on the 
last day of the taxable year they may 
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file a joint return. This has been the 
policy of the Tax Commission although 
there is no specific provision for this 
rule either in the law or regulations. 

Sec. 362 (3) provides that if the 
status of a taxpayer changes during the 
taxable year the exemption is prorated 
on the basis of the number of months 
before and after the change. A frac- 
tional part of a month is disregarded 
unless it amounts to more than half 
a month in which case it is considered 
as a full month. In accordance with 
this provision in the law the personal 
exemption of H & W in the above 
question would be $2,000. 


Credit for Dependents 


Three questions on this credit were 
posed at the April 6th meeting. 

Ouestion 1: W was under 18 
throughout the year 1947. She was 
dependent upon her father during the 
year. May the father claim the $400 
dependency credit and may the hus- 
band claim the exemption of $2,500 
on a joint return? 

Question 2: H was a student at an 
approved college until June 30th. May 
H’s father claim a $200 dependency 
credit and may the husband claim a 
personal exemption on his personal 
return ? 

Ouestion 3: A family consists of a 
husband, wife and two sons, one un- 
der 18 and an older son who works. 
On the federal return the older son 
claimed the mother and younger 
brother as dependents. The husband 
filed a separate return. What would 
be the best way to file for New York 
State? 

In the first question, the father may 
claim the exemption for the dependent 
daughter and the daughter and her 
husband qualify for the personal ex- 
emption of $2,500 for husband and 
wife. 

In the second question, the father 
may claim the prorated exemption for 
the dependent son over 18 years of age 
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but in full time attendance at an ap- 
proved college. At the same time the 
son is entitled to the personal exemp- 
tion of $2,500 for his wife and him- 
self. 

In the third question, it is believed 
that the older son may take the depen- 
dency credit for the mother and younger 
brother and a personal exemption of 
$1,000 as a single person. A claim as 
head of a family would probably not 
he allowed since this implies a right 
to exercise family control. In a family 
unit the husband would be in that posi- 
tion. 


Compensation of a Non-resident 

for Personal Services 

A resident of Michigan working for 
a concern in Michigan was sent to New 
York to manage a New York office of 
the Michigan concern. He lived in New 
York for the entire year, although he 
maintained his Michigan residence and 
voted in Michigan. The salary of the 
nonresident was deposited for A in a 
Michigan bank. In addition to the 
salary the employer paid all the living 
expenses of the employee except food. 
Is the nonresident subject to any in- 
come tax in New York? 

A nonresident is taxable on compen- 
sation for personal services to the ex- 
tent that they are rendered within the 
state. The source of payment is irrele- 
vant. In this case the taxable income 
includes reimbursement for living ex- 
penses. 

Since this individual spends more 
than seven months of the taxable year 
within the state, the home maintained 
here by him is presumably a permanent 
place of abode and he is therefore tax- 
able on all his income from all sources. 


The Unincorporated Business Tax— 
a Few Pointers 
At the April 6th tax meeting these 
questions were asked: Two partners 
were engaged in business as commercial 
artists. The gross income was $8,000; 
expenses were $4,000. What is the ex- 
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cemption? Is commercial artistry a pro- 
fession exempt from the tax? 

Under Sec. 386(f) of the law there 
is an exemption of $5,000 from net in- 
come. On the basis of the facts stated 
in the question the exemption eliminates 
all the net income and the partnership 
would not be subject to any Unincor- 
porated Business tax. As a matter of 
fact, it would not be required to file 
the Unincorporated Business tax re- 
turn. 

A return is required if a business 
has a gross income of more than 
$10,000, regardless of the net income. 
It is also required to file a return if it 
has enough net income to be subject 
to the tax. That would be the case 
where the net income exceeds the ex- 
emption of $5,000 (Sec. 386-h). 

The law also allows a deduction for 
the personal services of each partner. 
This is subject to two limitations. It 
may not exceed 20% of net income be- 
fore the deduction for personal services, 
and it may not exceed $5,000 for each 
partner. (Sec. 386-e as amended by 
the 1948 legislature) 

Under the facts stated this deduction 
would amount to a total of $800 for 
both partners. 

The Tax Commission would prob- 
ably not consider commercial artistry 
as an exempt profession, although it is 
our opinion that the law and regula- 
tions make this a borderline case. The 
exemption of professions from the un- 
incorporated business tax was included 
in the law for the reason that certain 
professions could not be carried on in 
corporate form. Sec. 386 enumerates 
as exempt professions the practice of 
law, medicine, dentistry and architec- 
ture and also any other case (1.e. pro- 
fession) in which more than 80% of 
the gross income is derived from the 
personal services actually rendered and 
in which capital is not a material income 
producing factor. 

Official questions and answers define 
a profession as including 

“any occupation or vocation in which a 

professed knowledge of some department 
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of science or learning is used by its practi- 
cal application to the affairs of others. The 
word implies attainments in professional 
knowledge, as distinguished from mere 
skill, and the application of such knowledge 
to uses for others as a vocation.” 

The Commission recognizes account- 
ing as an exempt profession and a num- 
ber of others which do not specifically 
include commercial artists. An orchestra 
leader is subject to the Unincorporated 
Business Tax. So is a custom house 
broker or an investment counsel. A 
scenic designer has been held exempt 
from the tax. 


Unincorporated Business Tax— 
Hewitt v. Bates, on appeal 


In the June, 1947, issue of the State 
Tax Clinic we discussed the Appellate 
Division decision in this case (p. 395). 
The case went up to the Court of Ap- 
peals and was decided on 3/18/48. The 
court affirmed the Appellate Division, 
which had held that a private school 
was not exempt from the unincorpo- 
rated business tax since less than 80% 
of the taxpayer's income was derived 
from personal services actually rendered 
by her. Actually from 37% to 51% 
of the gross income was paid to addi- 
tional teachers and assistants during 
the vear and 10% of the gross income 


New York State Tax Clinic 








was derived from miscellaneous items 
such as sale of books, stationery, etc. 

On a second. issue, involving the 
statute of limitations, the Court of Ap- 
peals reversed the lower court. For 
the years 1936 to 1939, inclusive, the 
taxpayer had not filed any unincorpo- 
rated business reports. The Commis- 
sioner had argued in the lower court 
that since the taxpayer had not filed 
any separate unincorporated business 
report as required by the regulations 
the statute did not run at all. The tax- 
payer argued that the income tax re- 
turns that were filed contained enough 
information as to the taxpayer’s busi- 
ness and gross income to permit com- 
putation of the unincorporated business 
tax and therefore the filing of the in- 
come tax return started the three year 
statute of limitations running. The Ap- 
pellate Division held for the taxpayer, 
but the Court of Appeals reversed. It 
held that a taxpayer may not ignore 
the obligation to file a separate return 
for the unincorporated business tax. 


The individual income tax under Article 


16 is separate and distinct from the 
unincorporated business tax under Ar- 
ticle 16A. The taxpayer never intended 
the filing of the income tax return as a 
compliance with Article 16A to file the 
unincorporated business tax return. 
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Conducted by Wittt1AM W. WERNTz 


Drayer-Hanson, Incorporated: 


The report of this case, promulgated 
on March 18, 1948, as Accounting 
Series Release No. 64, deals with still 
another promotional venture. It is 
especially unusual in the nature of the 
remedy invoked by S.E.C. A registra- 
tion statement under the 1933 Act had 
become effective on December 11, 1946 
and the securities sold long before the 
Commission was advised that certain 
errors had been discovered in the finan- 
cial statements contained in the filing. 
It also appeared that the company had 
prepared and submitted a plan for its 
financial rehabilitation which, among 
other things, provided for certain ad- 
ditional cash investments and payments 
in return for which shareholders were 
to release the parties to the registration 
statement from all liabilities under the 
Securities Act or otherwise. Under 
these circumstances, S.E.C. contented 
itself with the issuance of a report of 
its investigation and assurance that the 
report would be mailed to all share- 
holders. While the report declines to 
express any opinion as to the merits 
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of the proposed rehabilitation plan, it 
does set forth the facts ascertained in 
the investigation and describes gen- 
erally the rights accorded purchasers 
by Section 11 and 12 of the Act with 
respect to signatures of a registration 
statement containing material misstate- 
ments. 


The following excerpts from the 
Commission’s report will indicate the 
general nature of the case and the Com- 
mission’s approach to the accounting 
issues it found therein: 


“As we will indicate more fully, later, our 
investigation disclosed that the registration 
statement, when it became effective on 
December 11, 1946, did contain such misstate- 
ments and omissions. Briefly, the more 
important of these misstatements and 
omissions concerned the financial state- 
ments and a new product of the com- 
pany called ‘Airtopia’, a reverse cycle heating 
and cooling unit. Although the Airtopia unit 
was described in the registration statement 
as improved and standardized, the prospectus 
did not disclose that, prior to marke eting the 
unit, the company had no field experience as 
to its operation under varying conditions. In 
addition, the prospectus did not disclose that 
mechanical defects had resulted in dealer dis- 
satisfaction with the product which, prior to 
the effective date of the registration state- 
ment, caused such dealers to cancel their or- 
ders and exclusive selling agreements with 
the company, and also created servicing and 
manufacturing costs which ultimately pro- 
duced a serious drain upon the company’s 
working capital. With respect to the finan- 
cial statements of the predecessor partner- 
ship as of April 30, 1946, certified by Barrow, 
Wade, Guthrie & Co., independent certified 
public accountants, they were deficient in that 
the net worth of the predecessor partnership 
and its earnings, computed on a corporate 
basis, were substantially overstated. The rep- 
resentation in the certificate of such auditors 
in respect of such financial statements to the 
effect that they had no reasons to believe 
that the inventories as set forth in such 
statements were unfairly stated was without 
justification. Finally, unaudited _ financial 
statements of the company as of September 
30, 1946 and October 31, 1946 contained in 
the registration statement were misleading 
in that they failed to make adequate provision 
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for losses due to servicing and other costs in- 
curred in connection with Airtopia units.” 
* * * 

“The prewar and wartime record of earn- 
ings of the company’s predecessors, recom- 
puted on a corporate basis, were insufficient 
in any year prior to 1945 to cover the divi- 
dend requirements on the Class A shares 
which would have been outstanding after 
giving effect to the financing. In the course 
of the negotiations between the company and 
Maxwell, Marshall & Co., an oral under- 
standing was reached to the effect that the 
bankers would not undertake the financing 
operation unless the result of an audit by 
Barrow, Wade, Guthrie & Co. of the financial 
statements of the partnership for the ten 
months ending April 30, 1946, computed as 
though the partnership had been a corpora- 
tion indicated net income at least equal to 
one and one-hali times the annual dividend 
requirement on all of the Class A shares 
which would be outstanding after giving ef- 
fect to the sale of approximately 80,000 
shares of Class A stock to the public. The 
underwriting house also stipulated that the 
audited balance sheet of the partnership as 
of April 30, 1946, must show a net worth to 
be transferred to the company of at least 
$250,000. 

“An audit by Barrow, Wade, Guthrie & Co. 
of the partnership accounts as of April 30, 
1946, represented the partnership net worth 
to be approximately $260,000. Similarly 
such audit represented net earnings of the 
partnership for the ten months ended April 
30, 1946, to be approximately $181,000 for the 
partnership, and approximately $91,000 when 
computed as though the partnership had been 
a corporation. The latter amount was slightly 
in excess of one and one-half times the an- 
nual dividend requirements on all of the Class 
A shares which would have been outstanding 
if all of the Class A shares to be offered 
publicly were to be sold. The prospectus, 
following its summary of earnings, specifi- 
cally stated the annual dividend requirements 
to be $60,000. 

“As will appear later in this report con- 
cerning the accounting errors. the net worth 
of the company actually did not equal 
$250,000 and the earnings did not equal one 
and one-half times the dividend reauirements. 
Sales of the Class A stock ceased on April 
16, 1947. These accounting errors were ascer- 
tained in June of 1947. 

“As already indicated, on April 29, 1946 
the company was formed. In consideration 
of the acquisition of the partnership assets 
the company issued 125,000 shares of common 
stock to the partners in consideration of 
$250,000 book value of such assets and en- 
tered upon its books a liability to the part- 
ners of $10068 in consideration of the re- 
mainder of the partnership net worth. 
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“On November 9, 1946, Frank O. Maxwell, 


a partner of Maxwell, Marshall & To. was 
elected to the board of directors of the com- 
pany. On December 11, 1946, the registra- 
tion statement became effectiv e in respect of 
the 80,529 shares of Class A stock proposed 
to be offered. Maxwell, Marshall & Co. 
agreed with the company to purchase 20,000 
of such shares and to use its best efforts to 
sell the remaining 60,529 shares. The pro- 
ceeds, estimated at approximately $695,000, 
were to be applied as follows: $390,000 to- 
ward payment of accounts payable; $70,000 
to payment in full of the indebtedness to 
Maxwell, Marshall & Co.; and approximately 
$235,000 toward payment of bank loan. 


“As at September 30, 1946, even if all of 
the shares were to be sold at the offering 
price of $10 a share and the proceeds devoted 
to retirement of debt, there would still have 
been outstanding $400,000 due to banks on 
demand. Moreover, on that date the com- 
pany’s current liabilities exceeded its current 
assets by approximately $81,000. This pre- 
carious financial position was described in 
the registration statement. However, as we 
will hereafter indicate, the registration state- 
ment was silent as to facts which would have 
informed the investor of circumstances which 
would adversely affect its future working 
capital position. 

“Between December 16, 1946 and y 4 16, 
1947 a total of 59,030 shares of Class A stock 
out of the 80,529 shares offered by the com- 
pany and Maxwell, Marshall & Co. were 
sold to the public. 

“Some time in June of 1947 the company 
and its auditors Barrow, Wade, Guthrie 
& Co. informed us that the company’s comp- 
troller had discovered an error had been 
made in the balance sheet as of April 30, 
1946, and the partnership income statement 
for the ten months ending that date, certified 
by Barrow, Wade, Guthrie & Co. and con- 
tained in the registration statement and 
prospectus. The error consisted of an over- 
statement of approximately $97,000 in an 
inventory item designated ‘work in process 
and fabricated parts’. This resulted in an 
over-statement of the partnership net worth 
at April 30, 1946 and partnership net income 
for the ten months ended April 30, 1946 in 
the same amount. The error in the 
computed as though the partnership had been 
a corporation, for the ten months ended 
April 30, 1946 was an over-statement of ap- 
proximately $30,000. The company further 
stated that a recheck of the item was being 
made by Barrow, Wade, Guthrie & Co.. and 
that the final results would be reported to the 
Commission. Subsequently, the company also 
retained Thomas & Moore, of Los Angeles. 
California, a firm of independent ’ certified 
public accountants, to make a recheck. Some 
weeks later, registrant reported the results 
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t the recheck (which did not vary much 
trom the amount oiginally indicated) and 
lso re port ted that the losses of the registrant 
for the fiscal year ended April 30, 1947, would 
be in excess of $400,000 according to the 
latest available figures. In view of these 
substantial errors in the certified financial 
statements included in the prospectus and 
the subsequent losses of the company, we 
deemed it oa to make the investigation 
which is the ibject of this report 


* ok 


“Misrepresentations and Omissions in 
the Financial Statements of the Company 
and its predecessors and in the Certificate 
of the Independent Accountants 

“We have commented earlier in this report 

1 the one-year guarantee in the sale of Air- 
topia units. In our opinion the income state- 
ment for the five months ended September 30, 
1946, and the summary of earnings for the 
six months ended October 31, 1946, which in- 
cluded sales of Airtopia units, were material- 
ly misleading by reason of the failure to 
include a provision for unrecoverable costs 
which might arise under the company’s 
guarantee of its product. As indicated here- 
tofore, the management became aware (prior 
to September 30, 1946) of the defects in its 
product and of the necessity for making ex- 
penditures to correct these defects. 

“We have also referred to the statement in 
Note E to the financial statements which 
contains a representation of the policy estab- 
lished by the partnership and continued by 
the successor corporation in the amortization 
‘t deferred expenses applicable to ‘Airtopia’. 
This — contemplated the amortization 
% such deferred expenses over the sale of 
the first 1,000 units of ‘Airtopia’ in respect 
1 which it was represented that ‘at April 
30, 1946 the partnership had aggregate firm 
orders for approximately 1,000 units ce 
\ssuming that the partnership and the suc- 
cessor corporation had firm orders for 1,000 
units as of April 30, 1946 or that it ex- 
pected as of that date to sell 1,000 units 
within a reasonable time, nevertheless it was 
ipparent to the management in August and 
September, 1946, that its orders had been 
materially reduced by cancellations and as a 
result thereof the amortization rate should 
have been increased. Such increase in amor- 
tization would have substantially increased 
the net loss shown in the income statement 
for the five months ending September 30, 
1946 and in the summary of earnings for the 
six months ending October 31, 1946. 

The balance sheet of Drayver-Hanson (a 

)-partnership) as of April 30, 1946, and the 
pro-torma balance sheet of Drayer-Hanson, 
Incorporated, (successor to the co-partner- 
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ship) as of May 1, 1946, which were certified 
to by Barrow, Wade, Guthrie & Co., (here- 
inafter referred to as the auditors) and made 
a part of amendment No. 8 to the registra- 
tion statement filed by the registrant inciuded 
under the caption ‘Inventories’ an item 
‘W ork-in- process and fabricated parts — 
$244,331.60.’ With respect to this item the 
auditors’ certificate dated August 5, 1946, 
contains the following paragraph: 


‘We were present only during the tak- 
ing of a physical inventory, which did not 
include work in process, as at March 31, 
1946, and satisfied ourselves as to the pro- 
cedures followed in the determination oi 
inventory quantities as of that date. We 
were not in attendance at the physical 
count of the inventories taken at the close 
of each of the years 1942, 1943 and 1944 
and we were informed that such procedures 
were not performed by any other indepen- 
dent public accountant. In the absence of a 
physical inventory of work in process at 
March 31, 1946 we subsequently made test 
inspections of selected items to assure 
ourselves as to the existence of the inven- 
tory and the adequacy of the related ac- 
counting data. The inventories at the close 
of each of the years 1942 and 1944 were 
reviewed by us as to the basis of pricing 
and clerical accuracy and we inquired into 
the methods used by the corporation em- 
ployees in determining physical quantities 
to ascertain that methods were employed 
which would assure reasonable accuracy. 
We were informed that an inventory was 
taken as at December 31, 1943 but we were 
advised that such inventory was lost and 
therefore not available for our inspection. 
We were informed that no physical inven- 
tory was taken as of June 30, 1945. On the 
basis of the examinations and tests made 
by us, we have no reason to believe that the 
inventories as set forth in the accompany- 
ing statements are unfairly stated,’ 


“In May 1947 representatives of the re- 
gistrant reported to the auditors that they 
believed that the part of the inventory rep- 
resented by work-in-process as of April 30, 
1946 was overstated approximately $97,000. 
Thereupon the auditors made a further ex- 
amination of work-in-process inventory, and 
as a result concluded that there was an over- 
statement of $85,313.97,21 or approximately 
one-third of the net worth of the co-partner- 
ship, and an over-statement of like amount 
in the Net Income ($181,500) shown by the 
Profit and Loss Statement of the co-partner- 
ship for the ten months ended April 30, 
1946, included in the registration statement. 

“The error in the work-in-process inven- 
tory resulted principally from the failure of 


According to the report of Thomas & Moore referred to in footnote 17A, the over- 


statement amounts to $89,097.79. 
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the registrant to give effect to all partial ship- 
ments on the job cost sheets from which the 
work-in-process inventory was compiled and 
on the general ledger. 

‘A brief description of the method of ac- 
counting for work-in-process and in partic- 
ular partial shipments will aid in understand- 
ing how the above described error occurred. 
The registrant, a manufacturing concern, 
operated what purported to be a job lot cost 
accounting system. 

“Under this system of accounting costs of 
raw materials, labor and overhead relating 
to jobs in process were accumulated on job 
cost sheets maintained in the cost accounting 
department. Until such time as a job was 
complete the applicable job cost sheet did not 
contain any data with respect to quantities. 
Factory operations were controlled by pro- 
duction orders issued by the production and 
control departments. Such production con- 
trol consisted in keeping a statistical record 
of the production orders issued, the number 
of units required to be manufactured and 
the number of units completed on each pro- 
duction order and their disposition. 

“It was the practice of the registrant to 
make partial as well as complete deliveries of 
job orders both to customers and to stock, 
and it appears that the records pertaining to 
these transactions were maintained properly 
in the production and control department. 
However, the job cost sheets maintained in 
the cost department in some instances were 
not relieved of the accumulated costs applic- 
able to part?:i deliveries, either to customers 
or to ck, until the entire job was com- 

feted. 

“On March 31, 1946, a physical inventory 
of raw materials, fabricated parts and fin- 
ished goods was taken by the registrant and 
observed by the auditors. However, no 
physical inventory of work in process was 
taken; instead, a list showing the accumu- 
lated cost of each job in process was pre- 
pared by the registrant. The total of this 
list, $219,501.96, was found to be $54,189.09 
less than the work-in-process inventory of 
$273,691.05 shown by the general ledger. The 
registrant then made an adjusting entry, 
bringing the work-in-process account on the 
general ledger into agreement with the ad- 
justed accumulated cost of the production 
orders in process as shown by the list. 
(Further discussion of this $54,189.09 adjust- 
ing entry made as of March 31, 1946 and 
other inventory adjusting entries appears at 
page 30.) This list was then presented to the 
auditors as an inventory of work-in-process 
at March 31, 1946. 


22 Notwithstanding that on July 





corporation to a partnership and then to another corporation on May 1, 1946; 
“Airtopia”) was launched, of a magnitude greater than the 


venture (the production of 
organization had handled previously 
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“The balance sheet as at April 30, 1946, 
contained in the registration statement 
showed total assets of $1,517,426 which in- 
cluded inventories aggregating $737,760. Of 
this amount $244,331 represented work-in- 
process and a minor amount of fabricated 
parts. Net assets amounted to $260,068. 

“Complete physical inventories were taken 
by the registrant as at the close of 1942, 1943 
and 1944 but not in the presence of the audi- 
tors or any other independent accountants. No 
complete inventory was taken at the close ot 
1945. As stated previously, a physical count 
of all inventories except work-in-process was 
taken as at March 31, 1946, which was ob- 
served by the auditors. Thus no physical 
inventory of work-in-process had been taken 
by the registrant since December 31, 1944.22 
Furthermore, although according to the cer- 
tificate of the auditors previously referred to 
‘the inventories at the close of each of the 

vears 1942 and 1944 were reviewed by 

Ithem] as to the basis of pricing and clerical 
accuracy and [they] inquired into the 
methods used by the corporation employees 
in determining physical quantities to ascer- 
tain that methods were employed, which 
would assure reasonable accuracy,’ their 
certificate also indicated that they ‘were in- 
formed that an inventory was taken as at 
December 31, 1943 but... [they] were ad- 
vised that such inventory was lost and there- 
fore not available for [their] inspection.’ 

“Notwithstanding these circumstances, and 
the fact that no examination of the accounts 
of the registrant or the predecessor co- 
partnership had been made by any independ- 
ent accountant prior to that made by the 
auditors as at April 30, 1946, the registrant’s 
dete rminz ition not to take a physical inven- 
tory of work-in-process as at March 31, 1946 
was not objected to by the auditors. 


“The determination not to insist upon a 
physical inventory of work-in-process as at 
March 31, 1946, was made by Henry H. 
Dalton, manager of the Los Angeles, Cali- 
fornia, office of the auditors, on March 27, 
1946, after a discussion with M. J. Burke, an 
officer of the registrant who represented that 
the registrant maintained a job cost system, 
pursuant to which Dalton inspected ‘the 
bookkeeping machine which maintained the 
cost. And .. . [he] made a _ cursory 
examination of these records’ which took 
‘about 30 minutes.’ He made no inquiries 
concerning the registrant’s system of internal 
control, and no tests which would indicate 
whether the alleged job cost system was ade- 
quate or whether it was actually in operation. 

“Everett L. Mangam, a senior accountant 


~ 


1946 the form of the enterprise was changed from a 


and a new 
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on the auditor’s staff, assumed direct charge 


of the audit of registrant’s accounts on April 
1, 1946. He had no part in making the ar- 
rangements for the audit or in the decision 
that work-in-process would not be inven- 


toried physically and he was not present 
when the inventories of raw materials and 
finished goods were taken.23 One of his first 
procedures was to make a review of ‘the 
system and the controls’ over a fairly long 
period as a result of which he found, among 
others, the following ‘deficiencies’: (1) there 
was no tie-in between units in the plant and 
the dollar amounts of inventories; (2) the 
raw material account was not supported by a 
detailed stores record in dollars; (3) the 
segregation of material in the plant was not 
entirely adequate; (4) requisitions were not 
being prepared for all material withdrawn 
from stores and frequent retroactive requisi- 
tions ‘necessary to bring the costs up 
to the proper material consumption’ were 
noted; (5) no record was kept in the 
accounting department or the cost depart- 
ment of the units manufactured to date; 
(6) while a job was still open, the applicable 
job cost sheet in the cost department would 
not show how many units had been produced, 
or shipped, applicable to that job to any 
particular date; (7) no record was kept on 
the job cost sheets of units and dollars trans- 
ferred to finished goods either for partially 
or entirely completed jobs; and (8) many 
instances were noted where no record was 
made on the job cost sheets of partial ship 
ments, either to customers or stock. He con- 
cluded that there was ‘necessity for the re- 
vision of the cost system in general’ but he, 
nevertheless, believed that he would be able 
to use alternative procedures to assure him- 
self with respect to work-in-process ‘that the 
inventory was there.’ He did, however, ex- 
press concern ‘because of the additional re 
sponsibility and the amount of difficulty in 
making an examination of an inventory 
where a physical inventory is not available 
for a check’ and indicated his feeling that, 
under the circumstances, ‘to get an exact 
picture of the work-in-process’ he ‘would 
have to review very carefully almost al! of 
the [open] jobs’ of which, he stated, there 
were approximately 300 as at March 31, 1946. 


23 His testimony reads in part as follows: 


“The audit procedures employed by the 
auditors to satisfy themselves as to the cor- 
rectness of the list, purported to be the work- 
in-process inventory as at March 31, 1946, 
presented to them by the registrant were as 
follows: 


“1, Approximately 75 (out of approxi- 
mately 300) of the production orders in 
process at March 31, 1946 were examined to 
determine the amounts of raw material 
which should have been charged to each job 
and the applicable job cost sheets in the cost 
department were examined to make sure that 
the materials were in fact so charged. 

“2. They ‘made an attempt to remove all 
of the non-productive jobs or the jobs which 
were not in process for the purpose of pro- 
ducing a product which could be sold or a 
part which could be used later in the product 
which would be sold.’ 


“3. They ‘inquired regarding the method 
of accumulation and the method of removing 
the partial shipments shown therein,’ and 


“4. They made a physical test of work- 
in-process on May 8, 1946 ‘in an effort to 
ascertain whether the balances at April 30 
were reasonable.’ 


“Concerning the scope of this physical 
test, Mangam testified in part as follows: 
. . Since the balance sheet was to be 
dated April 30, 1946, and since the work- 
in-process listing at March 31, 1946 was 
merely a book listing, we decided to use 
the listing of work-in-process jobs at April 
30, 1946. We therefore were obliged to 
check the entries and transactions for the 
month of April as they affected work-in- 
process. We were also obliged to prepare 
our own list of costs applicable to open 
jobs in work-in-process because the com- 
pany did not run a list of its own at that 
date. We used that list prepared by us as 
of April 30th as a basis for all of our 
subsequent checks on work-in-process bal- 
ances. 


‘Oo. * * * Were you p-esent when Mr. Dalton made arrangements for the audit? 


‘A No, | was not 


_ 
p12 


Yes, before I began the audit. 


Did you discuss tae arrangements with Mr. Dalton before you began the audit? 


‘. What was the nature of those discussions ? 


‘A 


Well, our discussions were somewhat informal. I had just come out from the East 


and although I arrived in California before the Ist of April, before the inventory 
was taken, I did not start with Barrow, Wade until April Ist, that would be a 
Monday. I was told what had been done and what was to be done; what type of 
examination it would probably be. Outside of an explanation which Mr. Dalton gave 
me as to the field we were to cover, the period of time we were to cover, what we 
probably would encounter, there was very little more said. It was understood I 


would pick it up on the job.’ 
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‘We also, on May 8th, spent approxi- 
mately one day in the plant testing items 
in various departments by observation or 
actual count. We were accompanied at 
that time by the production control man- 
ager. We tested the result of our inspec- 
tion tour against the records of the pro- 
duction control department. 


* * * 


‘The work sheet shows that we checked 
17 job orders. . . . I believe there were 
approximately 300, I haven’t counted them. 

It appears that the total accumulated 
cost on the job orders checked by us was 
approximately $70,000. 


+ * a 


‘Two of us selected items in the plant 
which were in process. We reconciled the 
balances which we found in production 
with the records kept in the production 
control department. We referred to the job 
order to see that there was a job order, we 
made subsequent reviews of the cost to see 
that the cost was normal for the particular 
unit being produced, that the requisitions 
were properly applicable thereto and that 
the labor charges were also proper. 


* * * 


‘We went through the plant, starting at 
the primary departments, and selected 
various johs in process in that department 
at that time. We would select large items, 
count them, get a description of them, 
obtain the job number to which they ap- 
plied, and make a note of it on our sheets, 
and move on to another department to 
select items in that department by the same 
method. 

* * * 


‘We believed that at March 31st the 
partial shipments had been recorded against 
the accounts, against the open job orders. 
We believed that the adjusting entry in 
\nril Tsee below] was wholly a means of 
correcting a situation in which the com- 
pany found itself at that date, where thev 
had to have a proper classification of 
inventory. 

* ” * 


‘The tests indicated that partial ship- 

ments had been made. On the basis of 
our tests, We estimated approximately how 
much of a credit we needed for partial 
shipments.’ 

“These procedures disclosed no differences 
warranting adjustment, and no change was 
made, in the amount of work-in-process as 
shown by the list originally prepared by the 
registrant. 

“As stated previously, the registrant found 
it necessary to make periodic entries, sub- 
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stantial in amount, adjusting the work-in- 
process account on the general ledger. Such 
an entry credited approximately $31,000 to 
work-in-process and charged a like amount 
to finished goods as at April 30, 1946. The 
auditors saw this entry and considered its 
purpose to be ‘to bring the finished goods in- 
ventory account into agreement with a phys- 
ical inventory taken on April 30, 1946, of 
finished goods, and to transfer the excess 
credit in that account to work-in-process. 
The credit was to represent the amount of 
partial shipments or the estimated cost of 
the partial shipments made from jobs still 
open in work-in-process account . . . It indi- 
cated to us that the system of crediting work- 
in-process for the month of April was not 
satisfactory ; it represented a stop gap entry.’ 


“Notwithstanding the purported nature and 
amount of this entry, the auditors did not 
analyze the entry or even check into the sup- 
porting work papers. Furthermore, there 
were similar adjusting entries, involving sub- 
stantial amounts, recorded in August and 
October 1945, and in January, February and 
March 1946. They likewise did not aitempt 
to analyze or to verify the correctness of 
these entries. 


“A further indication that the purported 
cost system was not functioning properly was 
the occurrence of red (credit) balances in 
the Finished Goods—Inventory account in 
the general ledger in October 1945 and Janu- 
ary and April 1946. There is no evidence to 
shew that the auditors gave heed to this un- 
usual situation. 


“In our opinion the taking of a physical 
inventory of work-in-process at the time 
other inventories are counted is, except in 
rare instances, a necessity. We can find no 
extenuating circumstances which might jus- 
tify the failure of the registrant in this in- 
stance to take such an inventory as at March 
31, 1946. Indeed, in light of the conditions 
which, as shown by the record, existed as 
at that date there was a demonstrated need 
for a complete and painstaking inventory. 


“It seems clear, also, that the representa- 
tives of the auditors should have made a 
more thorough examination of the regis- 
trant’s system of internal control and its cost 
system, and should have determined that 
they were being operated effectively before 
acquiescing in the omission of a physical in- 
ventory of work-in-process as at March 31, 
1946. And once they found, as they did in 
the course of their examination, that there 
was, in fact, no effective system of internal 
control and the alleged job cost system ex- 
isted more in theory than in fact, they 
should have insisted that a work-in-process 
inventory be taken as at April 30, 1946. Not- 
withstanding these conditions the company 
represented that there was in operation a 
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mtrolled job cost system?+ and the auditors 
represented in their certificate that they satis- 
hed themselves as to the adequacy of such 
ystem?? and the dependability of the com- 
pany’s system of internal cont rol.26 We find 
these misrepresentations to be misleading.?7 
It seems to us, however, that the auditors’ 
dereliction in these respects is overshadowed 
by the inadequate manner in which they em- 


ployed alternative auditing —* in the 
absence of a physical inventory 
“As stated previously, they had grave 


loubts as to the dependability of the regis- 
trant's cost system, particularly with respect 

o the accounting for partial shipments, yet 
they failed to check, even by test, any of the 
individual job cost sheets from which the 
list purported to represent work-in-process 
as at March 31, 1946, was prepared, to deter- 
mine that accumulated costs applicable to 
partial shipments had been eliminated. Nor 

did they make such a check as at April 30, 
1946. In fact the accumulated cost cf ap- 
proximately $20,000 shown for one of the 
jobs included in the physical test check of 
17 jobs as at April 30, 1946, referred to on 
page 29, was found (in the subsequent reex- 
amination made in May 1947) to have been 
verstated approximately $13,000 due to the 
failure to eliminate costs applicable to partial 
shipments. 

“There can be no doubt that the auditors 
knew of the registrant’s practice of making 
shipments for, as stated on page 28, 
hey ‘inquired regarding ... the method of 
removing partial shipments shown... [from 
sheets]... Furthermore the periodic 
journal entries referred to on page 31 which 

ffected adjustments with respect to partial 
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24 Note ‘B’ to the Note 
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shipments were seen by the auditors although 
they failed to grasp their significance for they 
did not even examine into the supporting 
work papers. 

“It would not have been an involved pro- 
cedure to test check the job cost sheets to 
determine that partial shipments had been 
accounted for properly. It meant merely the 
scrutiny of the production orders maintained 
in the production and control department, or 
a representative number of them to determine 
whether partial shipments were indicated 
thereon, and the examination of the applicable 
job cost sheets in the cost department to see 
that they were relieved of the accumulated 
cost with respect to the partial shipments. 
No such procedure was followed, however. 

“Under these circumstances we think it 
clear that the statement in the certificate of 
Barrow, Wade, Guthrie & Co. pertaining to 
the financial statements as at April 30, 1946, 
which was included in the registration state- 
ment, that ‘ [the auditors] have no rea- 
son to believe that the inventories as set 
forth in accompanying statements are un- 
fairly stated’ is entirely without justification. 

“Tt is our conclusion that here again as 
we stated with reference to the auditing pro- 
cedures followed in another case ‘. . . [the 
accountants’] failure to discover the gross 
overstatement of assets and of earnings is 
attributable to the manner in which the audit 
work was done. In carrying out the work 
they failed to employ the degree of vigilance, 
inquisitiveness, and analysis of the evidence 
available that is necessary in a professional 
undertaking and is recommended in all well- 
known and authoritative works on audit- 
ing. = 


‘An inventory of work in process 


and fabricated parts has not been taken, the amounts on the balance-sheet as at April 30, 1946 
and September 30, 1946 being the accumulated cost of all work in process at the respective 
dates determined from the individual job cost records as controlled by the general accounts. 


25 See supra, p. 14 (of original release). 


The certificate, dated August 5, 1946, 


ernal control and the accounting procedures .. . 
supporting evidence 


records . . . and other 


ppropriate.’ 
27 Statement No. 
the American Institute of 


stated 


by methods and to the extent we 


we have reviewed the systems of 
and... have examined or tested accounting 
deemed 


issued in October 1939 by the Committee on Auditing Procedure of 
Accountants states, 


on page 9, ‘Obviously, also, it would be 


rroneous to mention internal control if none existed.’ 


28 In the Matter of WeAcsson & 


BUY 


Robbins, 


Inc.: Report on Investigation (p. 443). 
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REASURY DEPARTMENT 


Office of Commissioner of Internal Revenue 
Washington 25, D. C. 


March 9, 1948 


Use of Elective Inventory Method by 
Taxpayers Using Retail 
Inventory Method 


1. Section 22(d) (1) of the Internal Reve- 
nue Code provides an elective method for 
inventorying goods commonly referred to as 
the last-in-first-out, or LIFO, inventory 
method. Section 22(d)(2)(A) of the Code 
provides that the elective method shall be 
applied only with respect to the goods speci- 
fied by the taxpayer in an application filed 
with the Commissioner. ‘(he Commissioner's 
regulations with respect to the elective inven- 
tory method have heretofore made no provi- 
sion for retailers to group such goods into 
classes. The Bureau has held that the use of 
the elective inventory method was not avail- 
able to taxpayers whose inventory records 
are kept on the basis of the retail inventory 
method permitted under section 29.22(c)-8 of 
Regulations 111 and section 19.33(e)- 8 of 
Regulations 103. 

2. The Tax Court held in the case of 
klutzier Brothers Company, 8 T.C. No. 3, 
that a taxpayer using the retail inventory 
method is entitled to use the elective inven- 
tory method. The grouping of goods by 
classes under the retail inventory method 
necessarily involves the use of some type ot 
index numbers for measuring the extent of 
price changes in the various classes of goods 
concerned. The decision laid down no rule 
concerning the nature or type of index num- 
bers which might be proper, nor did it pre- 
scribe other details of methods for applying 
the LIFO method in the case of retail 
merchants. 

3. Treasury Decision No. 5605, approved 
March 4, 1948, amends Regulations 103 and 
111 to expressly permit the use of the elective 
inventory method by taxpayers using the re- 
tail inventory method. Certain principles are 
laid down for the application of the elective 
inventory method by such taxpayers. First, 
since the elective method requires the use ot 
cost, the retail selling prices of goods in- 
cluded in the opening inventory and_ pur- 
chased during the vear must be adjusted for 
mark-downs as well as mark-ups during the 
year without regard to the taxpayer’s previ- 
ous practice with respect to mark-downs 
under the retail method. (This requirement 
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does not apply to retailers employing the 
retail inventory method without the use oi 
the elective method. ) Second, the price in- 
dices employed in the adjustment of the 
apparent cost of goods in the closing inven- 
tory for price changes taking place during 
the year must be shown to the satisfaction 
of the Commissioner to be acceptable. Any 
price indices must be based upon sound 
statistical principles of construction and upon 
adequate records, available for examination 
by the Bureau. 

4. Arrangements have been made between 
representatives of the retail trade and the 
United States Bureau of Labor Statistics for 
that agency to compute and publish a series 
of group index numbers of retail prices, on a 
country-wide basis, suitable for use by in- 
dividual department stores, which will be 
acceptable to the Commissioner. These index 
numbers will cover the period from 1941 to 
the present on a semi-annual basis, and will 
appear semi-annually in the future. The use 
of such indices of the Bureau of Labor 
Statistics is not mandatory; indices may be 
prepared by an individual taxpayer based 
upon his own data on prices and inventory 
quantities, if adequate, and if proof is sub- 
mitted that sound statistical methods have 
been employed that assure reliable indices, 
not only for the particular year in question, 
but for subsequent years. Retailers who have 
filed, on the ‘is of the elective method, 
returns fc rears which are still open. 
and who ° .ces that are not acceptable 
to the «m:ssioner, may file amended re- 
turns employing acceptable indices. 

5. Index numbers for the years ended 
January 1941 to 1947, inclusive, were pub- 
lished by the Bureau of Labor Statistics on 
January 7, 1948, and similar data for July of 
those years was published on February 3, 
1948. Semi-annual indices for January 15 
and July 15 will be published in the future 
in March and September of each year. 
Indices as of the 15th of a month will be 
deemed to be representative of prices at 
either the beginning or end of such month. 
These releases of the Bureau of Labor 
Statistics will also be published in the Inter- 
nal Revenue Bulletin. 

6. The following groups have been used 
by the Bureau of Labor Statistics as the basis 
for the preparation of the indices for past 
years for use by department stores: 


I. Piece Goods, Domestics and Draperies 
Shoes 


IIl. Ladies’ Underwear 
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IV. Ladies’ Outerwear and Girls’ Wear 
V. Men’s al d Bu ys’ Wear 
VI. lurniture and Bedding 
VII. 
VIII. Major Appliances and Electrical Goods 


IX. Notions and Toilet 


Homefurnishings 


Articles 





ing with January 1948, price data will 
be gathered on additional commodities that 
may allow the additional 
group The Bureau of Labor Statistics 
I Table III of its release of January 
7, 1948, the coverage of each of the above 
groups, by naming the departments of a 
typical Cepartment store, as described by the 
Controller's Congress of the National Retail 
Dry Goods Association, which are included 


in each group. 


segregation of 


ng such group indices, a depart 
ment store taxpayer will apply to the 
inventory data for each of his departments 
manner described below, 
the index 1p in which the depart- 
ment logically belongs. A given group index 

1 isa 1 + } ’ . t 
may be applicable to a number of departments 


rate] ; } 
se ratel\ 1? 1e 
eparately, 1 the 
° 1 
tor the et 
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ina store 


& he problem aris 
to be employed for a de 
not fit into any one of 
above. In this case an 


ploved which represet 


wh le oO the remainder 





Goods 
(Groups I, II, III. 
hever of these combina- 


presents the coverage of 


App irel, Piece 





carried by the store. 
making the first 


closing 


9. The method ot 
e adjustments to the 
ues under the retail inventory method, 
combined with the elective (LIFO) method, 
is illustrated in Exhibits A and B attached, 
for three hypothetical departments. In the 
first two depattments there was an increase 
in the physical quantity of inventory during 
the year in question, as shown by tt 





year 
inventory 








ne com- 
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parison of the adjusted retail value at the 
end of the year and the retail value at the 
beginning of the year. In the first department 
prices rose during the year, as shown by the 
index, while in the second, prices fell. In 
the third department there was a decline in 
the physical quantity of inventory. 


10. Further to illustrate the principles 
involved, Exhibits C and D show the adjust- 
ments for two additional years for Depart 
ment 1, the data for the first vear being 
repeated to show the continuity. It is assumed 
that the physical quantity of inventory in- 
creased in the first two vears, but decreased 
in the third year, as indicated by the adjusted 
values. Note that the decrease in the 
third vear eliminated all of the second year 
increase, and part of the first year’s increase, 
in that order, retaining in the closing inven- 
tory the merchandise appearing in the open- 
ing inventory “in the order of acquisiticn.” 
Thus it is necessary under the elective 
method to retain the identity of each annual 
increment to the inventory of each depart- 
ment. The price changes are measured by 
reference to the fixed prices at the beginning 
of the first LIFO year and the retail inven- 
tory value on each inventory date is 
adjusted to the price level on that date. 


11. These illustrations are intended to 
show the main principles involved in the 
LIFO adjustments to retail inventories, and 
are not intended to cover all accounting 
details of computations which may be re- 
quired, particularly in later years, under the 
elective method. 


retail 


12. Correspondence regarding this mimeo- 
graph should refer to the number and 
symbols indicated for the appropriate Bureau 


office concerned: Collectors of Internal 
Revenue, A & C: Col: Internal Revenue 


Heads of 
Staff, 


IT:EIM: and 


Technical 


Agents in Charge, 
Field Divisions of — the 
TS:ARM. 





Gro. J. ScHOENEMAN, 
Commissioner 


Attachments : 


Exhibits A, B, C and D. 
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EXHIBIT A 


Method of Computing LIFO, Retail Inventory 
Three Departments, First Year 








Department No. 











: Waets Men's . 
Step No. Item or Computation Shoes Furnishings Linens 
I. Data from taxpayer’s books: 
1. Opening inventory—retail value .......... $25,000 $40,000 $10,000 
2. Opening inventory—mark-on percent ...... 43.6% 45.2% 441% 
3. Opening inventory—cost (1 reduced by 2).. $14,100 $21,920 $ 5,590 
4. Mark-on on year’s purchases (see step 12a). 44.7% 448% 44.6% 
5. Closing inventory—retail value ........... $36,000 $39,400 $10,400 
6. Closing inventory—mark-on percent ....... 44.4% 449% 444% 
7. Closing inventory—cost (FIFO) 
te 8 ee er rer $20,016 $21,709 $ 5,782 


II. Price Index Data: 


8. Price index, close of year relative to prices at 


beginning of first LIFO year as 100%... 108.4% 96.3% 113.7% 


Ill. LIFO Computations: 


9. Closing inventory—adjusted retail value 


Ce Sess een ear eas $33,210 $40,914 $ 9,147 
10. Increase (decrease) in year (9—1)........ 8,210 914 (853) 
11. Increase at current prices (10x 8)........ 8,900 880 — 
12a. Cost of increase (11 reduced by 4)......... 4,922 486 — 
12b. Cost of decrease (10 reducéd by 2)........ — — (477) 
13. LIFO closing inventory 

(3 plus 12a oF SED). cc vic cecsoesvws _19, 022 22, 406 | 5,113 





Notes : 

(a) The mark-ons in steps 2 and 4 must be computed taking account of mark-downs as 
well as mark-ups. 

(b) In succeeding years the data to be used in steps 1, 2 and 3, to the extent applicable, 
will be taken from the taxpayer’s books as of the beginning of the first year of the use of 
the LIFO method, and will be identical with those shown in the first year’s computation. 

(c) Steps 6 and 7 are shown to allow comparison of LIFO and FIFO inventories. 

(d) The index in step 8 is the index of retail prices applicable to the goods in each 
department, showing the level of prices at the end of the year (108.4% in department 1) 
relative to the beginning of the year (100%). 
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Exhibit B 
Method of Computing LIFO, Retail inventory 
Three Departments, First Year 
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EXHIBIT C 


Method cof Computing LIFO, Retail Inventory 
Department No. 1, First Three Years 




















First Second Third 
Step No. Item or Computation Year Year Year 
I. Data from taxpayer’s books: 
1. Opening inventory—First LIFO year—retail $25,000 $25,000 $25,000 
2. Opening inventory—Ditto,—mark-on percent 43.6% 43.6% 43.6% 
3. Opening inventory—Ditto,—cost 
(oe LS i eee ereerrrr er tree re $14,100 $14,100 $14,100 
4. Mark-on on year’s purchases...........2.- 44.7% 448% 44.9% 
5. Closing inventory given year—retail value... $36,000 $43,000 $34,000 
II. Price Index Data: 
8. Price index, close of given year relative to 
prices at beginning of first LIFO year as 
EPO rrr Perr vert ere 108.4% 110.6% 114.0% 
III. LIFO Computations: 
9. Closing inventory—adjusted retail value at 
price level of opening inventory for first 
Ra? POE 10S Os 6k cd asnexcaxiees $33,210 $38,879 $29,825 
10. Increase over opening inventory for first 
ite Be |) a rrr re 8,210 13,879 4,825 
a. Amount of increase attributable to first year 8,210 8,210 4,825 
b. Amount of increase attributable to second 
ME: iisitnsiaseeds ceed eeeedaaanees — 5,669 0 
11. Increase at prices existing when acquired: 
a. First year’s increase (10a x 108.4%).... 8,900 8,900 5,230 
b. Second year’s increase (10b x 110.6%).. a 6,270 — 
12. Cost of increases: 
a. First year’s increase (1la reduced by 
GERD ¥4050008:kicuexasivennns 4,922 4,922 2,892 
b. Second year’s increase (11b reduced by 
DONE 444K46 hse cesnnrvauseoeetes ae 3,461 — 
Pe er err 14,100 14,100 14,100 
13. LIFO closing inventory (Sum of 12and3).. 19,022 22,483 16,992 
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Exhibit D 


Method of Computing LIFO, Retail Inventory 








Department Ko. 


first three years 
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Corporate Reorganizations—Their 
Federal Tax Status 


By Robert S. Holzman, THE 

RonaLp Press Company, New 

York, 1948. Pages: x + 411; $7.50. 

It is many years since the reorganiza- 
tion sections of the Internal Revenue 
Code have been given a proper work- 
out. The author supplies a much- 
needed discriminatory analysis and 
comment on this difficult and tec!nical 
subject. The text should be of valuable 
assistance particularly to practitioners 
and students of taxation. Among the 
helpful features included are an ex- 
cellent historical background of the re- 
organization provisions, a rather thor- 
ough discussion of liquidations, both 
complete and partial, of recapitalization 
questions, and the correlative basis 
provisions. A considered discussion is 
included of the age-old problem of form 
versus substance. The comparatively 
new Section 129 of the Code dealing 
with acquisitions made to avoid taxes 
is among the recent developments that 
are singled out for attention. 


The author is to be commended upon 
his realistic and practical approach to 
the entire subject and his avoidance 
of unnecessary cluttering of his volume 
with complete excerpts of the Internal 
Revenue Code and applicable Regula- 
tions, 

Although it is obvious that this work 
was not intended as a complete manual, 
and no attempt has been made to ex- 
haust every nook and corner of the 
subject, a more thorough discussion 
would have been welcome of the sub- 
ject of inter-corporate transfers con- 
sidered by Section 112(b)(4) of the 
Code and the effect upon reorganization 
distributions of the provisions of Sec- 
tion 112(c)(1) and 112(c)(2) of the 


Code. 


1948 


The author’s views, had they been 
expressed, would have been interesting 
in connection with the recent decision 
of the United States Supreme Court 
in the Adams and Bazley cases. This 
being the author’s initial foray, we can 
undoubtedly look forward with interest 
to his further ventures into this subject 
in which these phases can be ap- 
proached and considered. 


BENJAMIN GRUND 


Seidman & Seidman 


New York, N. Y. 


Internal Control Standards and 
Related Auditing Procedures 


3y Walter H. Kamp and James A. 
Cashin. Brock AND WALLSTON, 
Stamford, Connecticut, 1947. Pages 
xix -—- 80; $5.00. 


Internal control, as a subject by itself, 
has, in recent years, become quite 
prominent. To the public accountant 
it is important since the degree of in- 
ternal control affects the scope and the 
type of audit to be made. To the cost 
accountant and business executive it is 
important in providing accurate data of 
costs and assurance that the internal 
dispositions of the enterprise are prop- 
erly managed. In this way an adequate 
basis is provided for policy-making 
decisions. 

The present book is largely a case 
study covering the development of in- 
ternal auditing standards and their ap- 
plication to the particular company. 
Part I develops briefly the idea of inter- 
nal control and related principles and 
techniques. The audit program is based 
upon the internal control standards and 
emphasizes the verification of proce- 
dures rather than the verification of 
transactions. So far as possible the 
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procedures aim at avoiding duplication 
of work as between the company’s ac- 
counting staff, the internal audit con- 
trol, and the public accountant. 

Part II is arranged in the form of a 
complete internal audit program with 
spaces for initials and notations of in- 
ternal and external auditors, as well as 
spaces for an audit schedule of the vari- 
ous items. In effect, it constitutes a 
check list and as such has the merits and 
limitations of all check lists. It guards 
against errors of omission, but gives 
only limited protection against such 
things as lack of compliance with com- 
pany policy. No check list can do away 
with judgment. But for what it pur- 
ports to accomplish, the present case 
study is excellent. 

THEODORE LANG 
New York University 
New York, N. Y. 


Federal Income Taxation of 

Trusts and Estates 
W. Kennedy. LITTLE, 

BRoWN AND Company, Boston, 

1948, Pages: xiv + 837; $16.50. 

The author of this excellent work is 
an attorney who is an active tax prac- 
titioner. He was formerly Research 
Editor of The Coordinators’ Cyclopedic 
Federal Tax Service. 

He has taken one of the most com- 
plex areas in federal income taxation 
and essayed a formulation of the ex- 
isting state of the law thereon and a 
forecast of some of the likely trends in 
the future. In this reviewer’s opinion 
he has done a good job. 

The presentation contains a discus- 
sion of the new concept of distributable 
income and the new method of taxing 
the income of a decedent introduced 
in the Revenue Act of 1942; also in- 
cluded is a review of the recent deci- 
sions under the Clifford rule and of 
the Commissioner’s controversial reg- 
ulations on the subject. All decisions, 
rulings, regulations and statutes as of 
November 10, 1947, have been incor- 
porated in the volume, which is divided 
into the following chapters: 


By Lloyd 


1. General Law of Trusts and 

Estates. 

Taxation of Ordinary Trusts and 

I“states. 

Charitable Trusts and Charitable 

Contributions. 

Problems Relating Primarily to 

Trusts. 

Problems Relating Primarily to 

Estates. 

6. Revocable and Controlled Trusts. 
The typography and paper are ex- 
cellent, as is the index. The relevant 
provisions of the Code and Regulations, 
as well as the usual tables of citations 
and cases, are provided in the ap- 
pendices. A cumulative pocket sup- 
plement will be prepared annually to 
keep the book up to date. The work 
is a valuable addition to the literature 
in the field. 
S. & 


The Comptroller: His Functions 
and Organization 
By J. Hugh Jackson. 
University Press, Cambridge, 
Mass., 1948. Pages viii + 97 ; $2.00. 
After a long interval of four years— 
too long for those interested in the 
significant developments in the field of 
accountancy — the Dickinson Lectures 
in Accounting have been resumed 
(1946-1947) at the Harvard Graduate 
School of Business Administration. 
In this volume, Dean Jackson, a 
distinguished educator, writer and prac- 
titioner, and a former member of this 
faculty, presents a discussion of the 
Comptrollership in American business 
corporations—his functions, the gen- 
erally recognized organization of his 
office, and the personal qualities that 
make for his greatest success. The 
discussion in the text is illustrated by 
actual examples taken from the prac- 
tices of many of the larger corporate 
enterprises. 
It is gratifying to record the resump- 
tion of these outstanding lectures and to 
note the excellence of this particular 


study. 
E.S. 
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